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Section1 

INTRODUCTION AND SUlldMARY 

PURPOSE 

'IWs report assesses the progress that has been made during the third year 
(August 1990July 199 1) of Indonesia's Munidpal Finance and Shelter Program. Under 
their joint agreement for this Program: (a) the US. Agency for lntemational Development 
(USAID) is providing a $100 -on Housing Guaranty Loan (HGL) for capital investment 
and $5 millim in Development Assistance QDA) gfants for technical assistance and 
tiaining; and (b) the Govc~llllent of Indonesia (GOI) L implementing a Policy Acticn Plan 
whose goal io to "improve the shelter conditions of the urban poor by developing the 
means by which municipal government8 can fhance shelta-related urban aenrices and 
infrastructure at a pacc sutlicient to overcome prewnt deficits and match the pace of 
urban population growth" (see USAID/Indonesia, 1988). 

The first $25 million tranche of HGL b d a  was authorized soon aftu the Program 
was initiated in 1988, and two more tranchea in the same amount have been authorized 
since then, based on assessments of performance duing the Rogram*s flrst and second 
years (Johnson, 1989: and Klngeley, 1990). In assessing third-year performance, this 
report's privnary purpme is to serve as a basis for USAID dedaiens concerning the 
Rogram*s fburth and -$25 millton authorization. However, it also considers what the 
Rogfam*s cxplence may imply for potential fiature AID assistance in the urban sector 
in Indonesia. 

The Policy Action Plan, against whfch progress is assessed, is a broad plan for the 
coordination and decentralization of urban development in Indonesia. It w a q  initially 



established in 1987 Cmpp, 1987a), and updated several times since then, (most recently 
in May 1990--TKPP, 1990tl) to serve as the base for the Government's management of its 
own activities and coordination of all extemal donor support, in this sector. The program 
is admtrlistered by an intermirlisterial coordinating group @im Koordinasi Pembangunan 
Perkotaan--TKPP) chalred by a Deputy of the National flanning Agency (RAPPENAS). The 
Plan's targets for accomplishment are organized -under six major policies related to: 

1. Strengthening and &@ring local government responsibility for urban 
infi.astructure. 

2. Implementing a coordinated and decentralized process for programming 
urban infrastructure investment. 

3. Enhancing local g~vunment resource mobilization, financial management, 
and involvement of the private sector in infkastructure and service delivery. 

4. Establishing effective mechanisms to support municipal borrowing and 
improvitig the system for allocating intergovanmental jpnts. 

5. Strengthening the institutional capacity of bcal govemxnents. 
6. Improving intergovernmental coordination and consultation in urban 

development. 

OVERALt CONCLUSIONS 

Considering the flndings summarized in the pqgraphs to follow (and detailed in 
the body of this report). the overal1 conclusions of this assessment are: 

Pnognun AccompZ+hmrmts. The GO1 has made substantfal progress under all 
components of the Plan over the past year, giving it yet more stature and momentum 
than it had a year ago. Highlights include: nddng continued progress in decentralized 
investment programming and local revenue generation. laying the groundwork for much 
expanded private sector participation, adopting precedents that should improve the 
structure of municipal borrowing and central grant allocations, beginnfng civil-service 
r e f o m  that promise to enhance local government capacity, xnakfng a serious 
commitment to upgrading the status of some local governments, strcengthenfng systems 
for overall p r o m  monitoring and control, and claritjring responsibility for program 
coordination at the central level. 

Prior t tb  for Impnmment.  Progress has been slower than promfsed in: (1) 
providing a viable nationwide system of loan finance for local governments, including the 
fidl institutionalization of a Regional Development Account (RDA); (2) bringing a larger 
share of grants for regional and local development under the discretion of local ofllcials: 
(3) expediting improvemenb in local institutional capacity and enhancing the role of local 
of'flcials in the investment programming process: and (4) updating (and making more 
concrete) the Plan's targets for hture achievement. Also, special emphasis should be 
gfven to systems to assure that local gove~llllentcs honor their debt service obligations. 
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The evidence seenu clear, however, that 
and continues to pursue them actively. 

thc GO1 remains committed to these objectiva 

It is noteworthy that, while USAID was not 
invoked when ihe ~olicy&tion plan was established, its support has become much more 
central to the program, particularly over the past year. First, AID techn!cal assistance 
has expanded in key policy areas (including support for central polfqf analysis and 
coordination) that were not being addressed by other donors. Second, HGL h d s  have 
become vital to the investment program, as the level of capital support fiom other donors 
has declined. Analysis of the use of initial HGL tranches indicates that true addftionality 
has been achieved--a condition that was not required under the terms of the loan 
agreement. 

Thc IWmtial for hrEJvs IUD Assbtcurcs. Census data have shown that urban 
growth in Indonesia in the 19809 was much more rapid than had been anticipated. This 
has hdghtened the GOI's concerns about urban development. In addition to the 
challenges already being explicitly addressed under the current Policy Action Plan, there 
is a new sense of urgency concerning urban economic development (job generation and 
poverty alleviation), urban land management, and urban environmental degradation. 
Attempting to mount totally new initiatives in these areas outside the fi.amework of the 
current Plan, however, could be dangerous. It should h o m e  clear that the most 
promising way to address these new issues and achieve the o@ectives already 
established Is by mote for- imylementation --uJWl appmpttate adaptation-- of the basic 
themes of the existing Policy Action Plan. 

Continued support &om external donors for some years will be essential If the 
delivery system promised by this Plan is to become fWy institutionallzed and self- 
sustaining. Particularly considering the key role USAlD support has played of late, the 
potential contribution of an effective deployment of additional HGL and related technical 
assistance and training resources is substantial at this point. To best take advantage of 
this opportunity, a new HGL would be based on the Wrs perseuetance wtth all elements 
of the Plan, but gtve special emphasis to those which are the focus of USAID technical 
assistance initlatiues: developing a discipUned system Qf rnuniclpal JZnovlce. expandhg 
prluate sector participation in ur&i s-s, and creating more effective land and 
enohnmental quality r i e m e n t .  

Further evidence of the GOI's commitment in the short term should be important 
in USAID'S consideration of both the disbursement of the fourth tranche under the 
current loan and the prospects for a new HGL. This should include taking more definite 
steps toward an efllective system of credlt flnance for local governments, and preparing 
a fid Policy Action Plan update, with a definite schedule for achievement. 



PERFORlldANCE: WCAL RESPON8IBIISrP AlrQI) TIIE INYEBTMENT PROGRAM 
(Polides 1 and 2) 

The core of this component is the Integrated Urban Intiastructure Development 
Program (IUIDB), a phased decentralization process in which local government staaF (with 
technical assistance from the center) develop mutually consfstent: (1) spitid development 
plans (at least in an outline form): (2) multi-year multi-sectoral investment programs 
(PJMs): (3) plans showing how the PJMs will be fhanced (M, which cover all sources 
of h d s ,  including enhanced local revenue generation as well as external loans and 
grants); and (4) plans for buildhg local institutional capacity (LDAPs). 

lSM/S1  Accomplbhmsnb. IUIDP implementation continued at a rapid pace 
over the year. PJMs are i!! prepuation or completed for urban areas accounting for 81 
percent of the nation's urban population (up from 75 percent a year ago). From the start 
of the program through Jan- 1991, 1 16 local governments had initiated PJMs (58 of 
which had been ilnabed) and 65 had initiated RlAlPS and LIDAFS (47 of which had been 
flnallzed). The portion of the urban population living in areas with finally approved PJMs . 
jumped from 9 percent in 1989/90 to 17 percent in 1990/91. The Mfnfstry of Home 
Affairs (MHA) now requires that local governments that haw? them use their PJMs and 
RIAPs as the basis for their submissions in the traditional annual budget negotiations 
with the central government (RAKORBANG). 

The total investment associated with the program (including that programmed by 
central agencies as well as directly through the PJM process) grew tioa Rp.324 billton 
in 1986/87 to Rp. 659 billion in 1987/88 and Rp. 793 billion in 1988/89, largely due to 
a major increase in resources made available through the Urban Sector b a n  WSL) from 
the World Bank. With the depletion of funding from that source, the phasing in of HGL 
resources has played an important role in allowing the GO1 to sustain the level at Rp. 728 
billion in 1989/90 and an estimate of over Rp. 800 billion in 1990/91. 

The share of these totals planned and implemented directly by local governments 
(as opposed to central agencies) increased brom 39 percent in 1987/88 to 44 percent in 
l989/9O. While further increasirag that share remains a domfnant goal, there is evidence 
of a benefit largely overlooked in that central agendes are also increasingly programming 
their own activity ("DIP financed") consistent with locally developed PJMs. 

P d o i t h  for Impmummat. The GO1 has recognized the need for a process that 
will move local ofllcials more into the dominant role in ongoing PJM/RIAP preparation 
and fmplementation, and improve their dectiveness as  urban managers, but that 
process has been slow to emerge. Plans have been made for technical assistance to begh 
to address these needs, with support from both the UNCHS IUIDP Implementation 
Support Project and USAID. These plans should be coordinated and expedited. Also, 
while their involvement is being reduced, it is clear that central agencies will play a role 
in urban investment programming for some time to come. *gets should be established 
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with regard to changes that will help them overcome present sectoral bhses and further 
enhance the consistency of their own DIP planning (composition and timing) with locally 
developed PJMs. 

HQL Adclitionality. Although the terms of the HGL agreement give the GO1 
considerable latitude as to how it may apply the proceeds fkom the loan, it has chosen 
to channel those h d s  directly into the urban investment program d e e d  above. Its 
12/90 c d c a t i o n  (subsequently field tested by AID s- documents eligible 
expenditures (by city and project, fiom 4/89 through 12/91) of $50.26 million in HGL 
h d s  devoted directly to the provision of urban inhstructure services to below-median 
income households. 

PERFORMANCE: LOCAL RESOURCE MOBILIZATION AND 
PRIVATE SECTOR PARTICIPATION (Policy 3) 

1SfW/B1 Accomplishments. (1) 'Ihe GO1 program to improve the performance 
of the property tax (PPB) continued according to plan: PPB administrative reforms are 
now being implemented in Indonesia's 12 largest cities (accounting for half of the national 
urban population), and PPB receipts increased from Rp. 590 billion in 1989/90 to an 
esiimated Rp, 620 billion in l99O/9 1. (2) The implementation of the MAPATDA system 
was extended to all local WII) governments this year and solidified in those where it wm 
Mtfated over the past two years--comments fiom many local ofBcials indicate that 
W A T D A  has been the primary contributor to the recent nationwide inneases in local 
revenues (for example, subnational govemmmt non-PBB taxes went up from Rp. 365 
billion to Rp. 814 billion i?om 1985/86 to 1989/90). (3) The effort to expand private 
sector partidpation in urban services gained substantial momentum with more active 
GO1 task force work to examine means of eliminating barriers to private involvement and 
several new private sector projects actually being Mtfated. This momentum was 
advanced by two USAID assfsted initiatives: a major study and seminar on practical steps 
to expanding private participation in water supply (assisted under the IKunicipal Finance 
Project-MFP), and the preparation of the new $20 million PURSE @+hate Partidpation 
in Utilities and Urban services) project, which will provide support for changes in policies 
and the legal/regulatory environment, technical assistance, and clemonstratlons in this 
area over the next four years (within the CIOI, PURSE will report to TKPP, which should 
much improve its integration in the omall decentralized urban development program). 

Prioritidsfor Imprwrcmcmt. National analysis has not been conducted to show 
what progress has h e n  made over the past year on one objective under this policy: 
improving cost recovery and hancial management in local public enterprises. Earlier 
in the program, the MHA promulgated guideltnes on t a g s  and accounting procedures 
for I d  water enterprises (PDAMs). Studies of selected PDAMs had shown that the 
initial results were mWd, but comprehensive information on more recent experfence is 



not available. It appears that steps have not been taken to extend these approaches to 
other local enterprises (BUMDs) as had been planned for this year. A comprehensive 
review of PDAV and BUMD flnandal performance, and the subsequent development of 
a clearer improvement program, should be targeted for the programts next stage. - - 

- 
While steps to enhance local revenue under Policy 3 are critical, the Plan has - 

always looked more to two efforts under Policy 4 for truly substantial increases in the 
capacity of local govemrnents to h c e  their infi'astructure requirements. The flrst is 
a significant expansion of local bomowing. Since the mid-1980s, some central 
government and donor h d s  have been passed on to local governments in the form of 
loans, albeit at highly subsidfzed interest rates. This has given them some experience - 
with credit Bnandng, but the amounts involved have been small. To more adequately - 
address the need, the Plan has called for the creation of a new lending hcility--the 
Regional Development Account (RDA)--which was to charge high enough rates to cover 
its true costs so that it would be able to maintain its capital base and, ultimately, attract 
additional funding &om private capital markets. The second initfative was to refonn 

b cment laws so as to increase local discretion over the use of central government grant - 
firncls for urban developmcnt. 

Through mid- 1990, progress in both areas had .been disappointing. Substantial 
planning for the implementation of RDA had been completed, but the GO1 had not finally 
agreed on the basic principles for its operation. A number of proposals for reform of the 
grants system had been advanced, but there was no deanitive ttmetable for the adoption 
of a new law. 

1990/91 Accomptishmcnts. One year later, promising drafts for a decree 
establfshing the RDA for nationwide operations and for laws revisfng central-local flscal - 
relations and local taxing authority have reached high levels in the decision process, but - 
final approvals have not been attained on either fiont. Nonetheless, precedents were set 
this year that M e r  both objectlves. 

in conjunction with a major World Bank loan supporting investment through the 
IUIDP process in East Java and Ball, the GO1 has stipulated that: (1) a significant share - 
of the loan proceeds will be on-lent to local governments through Domestic Lending - 
Arrangements that, for the &st time, contain a formula mandating that interest rates 
gradually increase toward the market rate (the mechanism will use administrative rules 
and procedures designed for the RDA); &,?d (2) a significant share of the hnds that 
normally would have been spent by the central agencies in the past will be channeled - 
directly as grants to local governments th..ough a specid SPABP mechanism under the - 
authority of Inpres. 
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Another important preced,ent in this project is an effective loan-grant linking 
mechanism. Large and small (rich and poor) urban areas whose PJMs are financed at 
the same thne will have to pay the same interest rate on the loan portion of the funds 
they receive. But, based on obiecttve assessments of their debt payment capacities, 
poorer cities will receive a much larger share of total program financing in the form of a 
grant, whereas richer dties will receive more as loans. Thus, even though the interest 
rate may be the same, poorer cities will have to pay interest on a much smaller share of 
their total bancing. The total cost to them will be substantially lower than for the more 
developed areas. Without a mechanism Ilke this, it would be polttically clifllcult to charge 
progressively increasing interest rates to all local governments, even though doing so will 
be essential to protecting the integrity of the firnd and, thereby, accelerating resource 
mobilization over the longer term. 

The GO1 has indicated its intention to follow simrlsr arrangements in other urban 
lending in the ibture and, with respect to the grant provfsions, planning is underway for 
the creation of a new general Inpres Perkotaan which, like the SPABP mechantsm. would 
give local governments wider discretion in the allocation of grant b d s  for urban 
development. It is also sigdflcant that the GO1 has budgeted substantial absolute 
increases in total Inpres allocations of late: from Rp. 1.1 trillion in 1988/89 to Rp. 2.3 
trillion for 1990/91 and Rp. 3.3 trillion for 1991/92. While several of the Inpres 
channels have too many strings attached, these grants are at least locally administered. 

Priorities for Impmement. Agair.1 over the coming year, final implementation 
of a properly structured credit Wee mechanism and firrther steps to expand local 
discretion in the use of central grant hmds should be among the highest priorities of the 
overall program. Thls means, in effect, finally agreeing to implementing something like 
the precedents set in the East J a v a / W  project nationwide. 

Also, the program should more expltcitly recognize the RDA as an interim 
mechanism to expand local credit finance in the short run, while the longer term goal 
should be to pave the way for local government access to private capital markets. The 
fact that the province of East Java is now considering a bond issue to finance 
development projects is the flrst strong indication of subnational government interest in 
this approach. It seems doubtlid that the conditions needed to support a tnte municipal 
bond market will develop in the next two to three years, but, exploratory studies and 
preliminary planning to guide the transition along these lines ahou'd be a part of the 
199 1/92 agenda. 

Finally, it is important to note that the hture prospects for credit i t c e  for local 
governments depend critically on demonstrating they are credit wlorthy. Emphasis 
should be given this year to developing a forceful program to assure those governments 
do not fall behind in their debt servlce payments on exlsting loans. 
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1990D1 Accomplbhmcnts. 'Ikro concerns raised in thls area in the HGL Second 
Year Assessment are now being addressed. First, the GO1 is implementing a ma.jor 
reform of its civil service system which, among other things, intends to remove existing 
biases against career advancement for government staffworking at the province and local 
(as opposed to the central) level, while making government service a more attractive 
career path in general. Second, the MHA has begun to upgrade the status of local 
governments. One Kota Administratip (Bitund has been reclassitled as a Kotamadya, 
and seven more such reclassitlcations are planned. 

Priorities for Imp-. While a well-regarded study of the institutional and 
manpower development needs of urban local governments was completed under the 
program in 1988, action has not been taken to implement its recommendatfons. Much 
of this was to have occurred under a World Bank-sponsored Local Government 
Institutional and Manpower Development Project, however, it appears that the GO1 and 
the World Bank have so far been unable to agree on the structure of this project. The 
development of some forceful and coordinated plan of action in this area, s p e d a d y  
related to urban governments, should be among the programBs highest priorities over the 
coming year. 

PERFORMANCE: PROORAM MANAGEMENT AF3D MONITQRINQ 
(Poucy 6) 

1990/B1 AccomplCshmcnts. (1) Clarlfjling management responsibilfty by vesting 
the chairmanship of TKPP (composed of representatives of relevant ministries at the 
Director General level) with Deputy V (responsible for spatial development) in BAPPENAS: 
(2) Strengthening the new IUIDP Management Group @MG), operating in support of 
TWP--made up of representatives at the Director level, responsible for week-to-week 
coordination of the investment program: (3) The TKPF Chairman's submission (2/91) of 
an overall examfnation of the program, reviewing performance and hfghlighting issues to 
be addressed: (4) The stafIlng ~f technical assistance teams under the UNCHS- 
administered IUIDP Implementatfon Support Project and AID'S Municipal Finance Project 
(MFP): (5) Initial development of statistical sy&ms to monitor overall program 
performance; (6) An effort (with MFP assistance) to rationalize and coordinate the many 
information systems proposals that have emerged in support of the overall prograxn; and 
(7) Initial planning toward updating the national urban strategy, 

Prlarities Jot Smprrrutmcnt. (1) The TKPP Chairman's 2/91 review was an 
essential foundation for the next update of the Policy Action Plan, but that update 
(translating general statements into concrete targets with schedule dates) is urgently 
needed to restore program momentum. (2) New data systems to support overall 
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monitoring represent a good start but additional indicators are needed and the revised 
system should be institutionallzed &e., used as the basis for regular review in TKPP 
meetings). (3) While they have been working in a mutually supportive way, the work 
technical assistance teams provided under the IUIDP Implementation Support Project 
and AID'S MFP should be more closely coordinated to heighten their impact. (4) The 
proposal to update the national urban strategy should be translated into a concrete and 
practical work plan and, because of its hdamental importance to operations as well as 
the strategy, the highest priority should be given to location-specific analysis of 1980-90 
urban population growth in a form comparable to that done in the NUDS project. 

FUTURE PROGRAM DEVEL03MENT AND THE 
POTENTIAL ROLE FOR AID SUPPORT 

The Importance Qf Prognvn Continuity. Observers of, and partfcipants in, 
Indonesia's decentralized urban development program, as delineated in the Policy Action 
Plan, have at times been discouraged about its rate of progress. Although some of this 
was due to mealistic expectations, there is no doubt the program could have moved 
more rapidly in some areas. 

Nonetheless, the prograrn*~ achievements continue to be impressive in world 
terms. Its basic themes, flrst articulated in 1985, have remained constant for over six 
years, and while forward movement has not always been as rapid as hoped for, there has 
not been any actual backsliding on any of them. There can be little doubt that the 
program, particularly IUIDP implementation, has hdamentally changed the way that 
Indonesia appraaches the development of its cities and towns. 

In addition, there appears to be a general consensus in the Indonesian policy 
community that the right course of action in the 1990s is to continue to) reinforce the 
same themes: locally directed and disciplined, multi-sectoral Investment programming: 
expanded local authority and respomibility for resource mobilization ai-d idocatfon: an 
expanded private sector role: and sdbstantial improvements in local government capacity 
and incentives for its emdent perfonmame in response to local needs. Surely, there is 
much more work to do on all of them and dl must be coordinated (it is clear that failure 
in any one would severely constrain success of the others). Also, it should be self-evident 
that the program is likely to proceed more effectively under the continued pressure of an 
interministerially supported and coordinated Policy Action Plan at the central level--one 
that is regularly monitored and adapted in response to changing trends and the 
emergence of new opportunities. The greatest threats to continued progress wodd be to 
disband TKPP and the Plan or to establish alternative mechanisms that weaken them. 

Wetaing New Theme* into the PQbffC Qfthe Existing Plan With new evidence 
on the acceleration of urbanization, there is greater recognition that the hture quality 
of We in Indonesia will be predominantly determined by what happens in its cf,ties and 
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towns. It is natural that there should be a greater concern with new issues that may not 
appear to be addressed by the Bdsting program, most importantly, urban land 
management, urban environmental quality management, and urban economfc 
development (lob generation and poverty alleviation). And it is natural that some new 
program should be developed to address these issues. 

However, recent international rcseasch supports the conclusion that local 
governments' success in guiding curd contmlling Wxzn dsvslopment in these and 
other ways &pen&, mom than -thing else, on ths U e c t i w ~  thar capital 
budgeting pmcessea (in Indoneuia, the lVlWliW- p m c e d .  Why is this the 
case? (1) The placement of nrafoz roads and other tnrnk infrastructure is the most 
powerfitl tool goverrments have for guiding the physical shape of urban expansion and 
thus the structure of urban land use. Although their positive impact can be improved, 
regulations are a weak and often counterproductive alternative. (2) The most serious 
urban environmental problems are related to land use-urban expansion into coastal 
lands, watersheds, flood prone terrain, and other environmentally sensitive areas--and 
the lack of infhstructure--clean water, decent sanitation, and drainage). (3) Cities can 
best facilitate the growth of higher productivity employment o?portuntties (the only 
effective means of alleviating poverty in the long term) by creating local conditions that 
enhance the efllciency and competitiveness of local prluate enterprise (the widespread 
failure of public economic enterprise as an alternative is now well documented). A 
numbex of studies have shown that the provision of cfBcient public infrastructure 
systems and the elimination of arbitrary constraints in the land market are among the 
most effective ways local governments can reduce the costs of doing business for private 
fhns, thereby, making their local economfes more competitdve. 

TIte Potcnticrl for Futws A D I b s f s t ~ ~ u : ~ .  When the Policy Action Plan was h t  
established, the World Bank relied on it as the bas& for its lending agreements with the 
GOI. USAID came along later and did the same. The World Bank, however, is no longer 
referencing its loans to progress on the overall program (although, along with the Asian 
Development Bank, it continues to support its themes in its lending for program elements 
in various regions). At thb point, USAID's HGL h d s  are the only external resources 
explicitly keyed to integrated achievement under this program nationwide. 

Analysis by several donon .has concluded that, even though Indonesia's domestic 
resource mobilization efforts are succeedfng, a reasonable growth path will require 
external capital assistance for many years to come, and this is particularly true in the 
urban sector. Accordingly, It would seem reasonable for USAID to provide access to 
additional HGL resources with basically the same understanding that has been applicable 
over the past few years; Le., that disbursements of each tranche be based on the Wl's 
continued progress In implementing Us decentralized urban development Policy Action Plan 
as a whole. 
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USAID technical assistance to the program VJIU continue under the already 
coctracted Municipal Finance Project through mid- 1'994, contributing in a number of 
ways to the development of a much Improved system of local government fhnce.  The 
new PURSE project (mnning through 1996) to expand private sector participation in 
urban services will also clearly contribute to the objectives of this program--particularly 
since its steering committee is also the TKPF. Two other issues for the fbture, raised in 
the TKPP Chairman's 2/91 submission, could be comhined to fann a third focus for 
USAID technical assistance support: urban land! and environmental quality 
management. These issues are clearly becoming more urgent. They can best be 
addressed through the fhmework of the existing Plan, and because USAID has already 
supported initial studies in these areas it is in a good position to pursue them further. 

Further evidence of the GOrs commitment in the short term should be important 
in USAID'S consideration of both the disbursement of the fourth tranche under the 
current loan and the prospects for a new HGL. This should include taking steps toward 
an effective system of credit finance for local governments (including the establishment 
of a properly stntctured RDA), and prepuing a hll Plan update (with a definite schedule 
for achievement). 

STRUCTURE OF TEIS REPORT 

The remaining sections of this report present more detailed findings concerning 
GO1 progress under each element of the program: local responsibility and the investment 
program (Section 2): local resource mobilization and private sector participation (Section 
3): credit hance  and intergovernmental grants (Section 4): and local institutional 
capacity and program coordination [Section 5). In these sections, materials on "program 
rationale" and "program development through 19Q0" are provided to Edcilitate 
understanding by readers not familiar with the program (they are reproduced fioa the 
text of the HGL Second Year Assessment wlth only minor modifications). Section 6 
provides more dfscussion on themes for hture program development and the potential 
for AID support. Anna A gives background Wormation on the structure of Indonesia's 
public hance system and Annex B is a Ifst of references. 
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Section 2 

LOCAL R E S P O N 8 I B ~  AM) THE 
INVESTMENT PROGRMd 

NIDP PROORAS RATIONALE 

Through the mid-1980s. virtually all urban infrastructure in Indonesia was 
planned by central government agencies in Jakarta (primarily in Ministry of Public 
Works--MPW) and implemented by their field ofiices in the provinces. The programs of 
one central omce (e.g., water supply) were seldom coordinated wlth those of another (e.g., 
drainage), either spatially or temporally, and l d  ofikids had little chance to influence 
them. 

As cities and towns began to grow much more rapidly, there waa greater 
recognition tbat thfs approach could not be sustained logistically, let alone respond 
sensitively to the varying needs of Merent urban areas. Many central ofEdsln came to 
belleve that the only satlsfhctory long-term solution would be for local governments to 
assume fitll responsibility for providing (and largely ihancin@ thdr own urban aemices. 
This approach was endorsed in the National Urban Development Strategy (NUDS, 1985). 
However, it was also clear that few of Indonesids local govemmnts then had the capacity 
to assume this role effectively, 

The IUIDP response to this dilemma is a phased approach to decentralization L,? 
which the central gowmment supports local tiapadty building at the same time that it 
works with existing local st& in planning and implementing invts'ment programs (see 
TKW, 1987b; Hendropranoto Suselo, 1984; and 1988). In its ideah& form, the process 
entails the following steps: (1) meetings are held wlth provincial governments to review 
NUDS analyses and prioritize cities for attention; (2: project teams in the selected cities 
(local staff with technical assistance provided fiom the center) review and update local 
master plans or deanelop a new "stxucture plan" when none is available; (3) 'team then 
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use those plans as a guide in developing a proposed local multi-year investment program 
(PJM) integrated across several sectors: (4) the teams are also required to prepare a 
complete financing plan (RIAP) that covers the enhancement of local revenues and 
borrowing as well as support fkom the central budget and/or external donors: (5) plans 
(Ln>AP) are also prepared for building the capacity of local government to assume ever 
increasing responsibility for inhstructure development, operation, and maintenance; 
and (6) individual city programs so deflned are then reviewed at the province and central 
levels and decisions are made about the allocation of central loan and grant funds. 

To date, IUIDP has been limited to functions that had traditionally been the 
responsibility of MPWs Directorates General Cipta Kaqm (water supply, sanitation, 
drainage, kampung improvement) and Bina Marga (urban roads). It was reasonbed that 
trying to cover more functions at the start might add complexity and threaten program 
viability-other functions could be added later after the IUIDP had proved itself. 

PROGRAM DEVELOPMENT THROUGH 1880 

IUDP has been implemented nationwide under guidelines issued in 1987 W P ,  
1987b). Progress is detailed in IWectomte Bina Rogam, 1990a. and cogently 
stlmmarized in 'IJahjati, 1990. Through July 1989, initial PJMs had been prepared or 
were in preparation for k g  urban areas in almost all provinces, coverhg in total 
approodmately 75 p e n t  of Indonesia's 1980 urban population. 

In acldition. fiuther efforts were made to clarifjt responsibiUty for the development 
and operation of various categories of inhstructure. A new policy statement (PP 14 
1987) set forth parameters assigning fLnctions more clearly at the local level. 
Infrastructure was inventoried in ten cities, and central and bcal officials reached joint 
agreements on more spedtlc allocations in those cities (i.e., maps of all roads were 
marked to demarcate which level of government and which spec& agency would be 
responsible for the development upkeep of each road link). Lessons fiom these exercises 
were then used as a basis for similar classification as a part of PJM preparation 
elsewhere (Dircxtomtc Bina Program, 1989: and TKPP, 1989a). 

In 1989/90 new emphasis was placed on improving the operations and 
maintenance (C)BtM) of infiastxucture through the Performance Oriented Operations and 
Maintenance L[anagement System (POMMS. see P.T. Perencana Aneka Sarana and 
DeLeuw Cather, Inc., 1990). which was designed and tested in eight cities. Another 
notable achievement was Directorate Bina Marga's effort in shiftfng virtually all urban 
road planning into the nmDP framework 

Pady because Initial targets were so ambitious, there have been many problems 
in IUIDP implenrentation (see UNDP, 1989: and Tjahjati, 1990). Many local governments 
have not yet i n t c m d e d  the process or developed the capacity to operate it effectively. 
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It also became clear that the initial gufdelines were too cumbersome and did not permit 
enough flexibility to adapt to varying local needs and priorities. 

Nonetheless, IUIDP has generally been regarded as a =,or accomplishment. Its 
basic characteristics (integrated planning across sectors based on city-specific conditions, 
the linbage to flnandal discipline through the FUAPs and to capacity bdding through the 
LIDAPs) in and of themselves have been s e n  as a dramatic improvement over the 
approach of the past. Also, efforts continue to be made to r e c w  problems as they are 
identified; e.&, by revising nm)P guidelines (see, for example, TKPP, 1989b). 

19W/91 PERFORMANCE 

Program Implementation 

nm)P implementation continued at a rapid pace over the year. PJMs are 
underway or completed for urban areas accounting for 81 percent of the nation's urban 
population (up from 75 percent a year ago). F'rom the start a: the program through 
January 199 1,116 local governments had initiated PJMs (58 of wlltch had been balked) 
arid 65 had Mttated RIAPS and LIDAPS (47 of which had been finalized). Many PJMs 
moved into the flnal stages of financing and some into 111 implementation. The portion 
of the urban population living in areas wlth flnally approved PJMs jumped &om 9 percent 
in 1989/90 to 17 percent in 1990/91. 

Two other signs of progress are important. First, the MHA now regularly requires 
that local governments that have them use their PJMs and RIAPs, developed through 
IUIDP, as the basis for their submissions in the traditional annual budget negotiations 
with the central government (RAKORBANG). Interviews during this mission suggest that 
local government (Tlngkat a ofllcfals are increasingly conforming to this requirement. 

Seccnd, often, overlooked is the impact PJM/RIAP preparation has had on the 
central agencies that have traditionally planned and implemented urban intiastntcture 
p r o m  (principally Cipta Karya and Bina Marga). h4EW instructions, in fact, now 
require these agencies to conform their own investment plans to PJMs where they exist. 
More important, perhaps, than instructions on paper. is the political power the existence 
of a locally developed PJM creates. In the early 19808, when local governments had no 
coherent capital improvement programs of their own, they had little rationale for 
complaining about a central agency's implementing a project in their territories without 
suf3cfent prior negotiation. Now, when a PJM erdsts, there is a sound basis for appealing 
against any central agency initiative that does not conform to it. Interviews during this 
mission indicated that such appeals are now generally upheld and that, accordingly, the 
central agencies are progressively less Uccly to initiate projects inconsistent with PJMs. 
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m b  1.1 
VRBM -IT- 1987-1988, 1990-1991 

(Current Rp. Ln billtons) 

USE OF FUNDS 

Total 

SOURCE OF FUNDS 

Local 
Domgt  LOM. 
INPRES 
SDO 
APBD I & I1 
PDAM 
Subtotal 

Total 

Tables 2.1 and 2.2 present data on the core of the urban investment program from 
1987/88 through 1990/9 1 (including investment programmed by central agendes as well 
as directly through the PJM process).' Thgr show a substantial increase in total 

tIhe data on these tables include O W  a p m d i m  as well aa capital investments for the basic need8 
subsectors covlend under IUIDP. Simllar data (Isolating apendltures directly in urban anas) an not 
available for other aubeectora such as energy, telecommunications, and port and market development. 
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TOTAL 1987/88 1988/89 1989/90 l9QO/9 1 

USE OF FUNDS 

Water Supply 
F l o o d ~ t i o n  
Env.QM.&Dmfuagc 
KPmpUng Imp-t 
Roads 
-'% 

Total 

SOURCE OF FUNDS 

Local 
Domst  laans 
INPRES 
SDO 
APED I & lI 
PgAM 
Subtotal 

Total 

SOURCE: TKPP. (1990/91 data - bud- all othar - achdl 

- investment assodated with the program--from FZp.324 billion in 1986/87 to Rp. 659 
- 

- billton in 1987/88 and Rp. 793 billion in 1988/89. The increase in these years is largely 
explained by the major increase in resources made available through the Urban Sector 
Loan (USL) fiom the World B G i  With the depletion of hmding fkom that source, 
however, GO1 contributions expanded signitlcantly. Clearly, the phasing in of the HGL 
resources also played an important role in allowing the program to sustain the level a t  - - Rp. 728 billion in 1989/90. 
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Data on 1990/91 in the tables are budgeted figures. Information on actual 
realization for some local resources in that year are not yet available. However. data 
provided by TKPP indicates that realization of expenditures funded fiom national sources 
in 1990/91 did increase to Rp.479 billion--up 18 percent from the Rp. 408 billion of the 
previous year. Those categories for which 1990/91 realization data are available also 
show increases. It seems likely that the 1990/91 budget total shown on Table 2.1 will 
not be achieved but, nonetheless, that expenditures will go up notably from those of the 
previous year--almost surely to more than Rp. 800 billion. 

U '  of lknds. For the four years shown, the largest share of h d s  was spent on 
water supply systems (almost one-third] and local road extensions and improvements (30 
percent). Sizeable shares also went to flood protection (15 percent) and environmental 
sanitation and drainage (10 permnt), with smaller allocations given for the Kampung 
Improvement PrOgram (KIP) and urban planning. The most notable compositional 
change over the perfod was an Inmea8e in the total share going to road improvements 
(from 22 percent in 1987/88 to 34 percent in l99O/9 1) and a corresponding decrease in 
the proportion going to water supply. Other allocations remained relatively constant 
proportionally. 

Soume qflhmcb. An important shift over the period was the hlcrease h the 
share of these totals invested directly by local gov~llpents--from 39 percent 91 1987/88 
to 44 percent in 1989/90. The largest sources of these local funds were lTUPRES (14 
percent) and the regular Tk. I and I1 APBD budgets (also 14 percent). The most notable 
change here was the increase in the INPRES share (fiom 11 percent in 1987/88 to 15 
percent in 1989/30). Loans accounted for a f&ly small percentage overall (6 percent) 
but that proportion fs higher than for most other categories of capital investment by local 
government, and it has been increasing. Within the central gowmment component, the 
share controlled by DG Cipta Karya declined (fiom 33 percent to 24 percent) as those of 
other central agencies (notably DG Bfna Marga) increased. 

The HGL Contribution 

Although doing so is not required under the tenns of the lending agreement, the 
GO1 has channeled HGL resources directly into projects delivered through this program 
(HGL-supported projects are clearly identifled and advertised as such). A report on these 
expenditures (Directorate Bina Program, 1990b) shows a total of $50.26 million Oust in 
excess of the amount of the first two tranches) certified as HG-elfgible over the period 
from 4/89 through l2/9 1 (i.e., they are exclusive of support &om other donors and are 
delivered to below-median income households). 

Of the total, $38.77 million are for projects belng administered by DG Cipta Karya: 
52.5 percent of this amount is for water supply projects, another 21.1 percent is for KIP 
projects, while shares of 7 percent or less each are allocated for projects in human waste 
and sanitation, drainage and flood control, solid waste disposal, access road 
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improvement, and urban planning. The remaining $1 1.49 d o n  is being channeled to 
the sector via loans through a Ministry of Finance Regional Development Account (RDA) 
window. 

Prioritier for Improvement 

One of IUIDFs highest priorities is to move local o~c ia l s  more into the 
commanding role in ongoing PJM/FUAP preparation and implementation In the &st 
rounds of IUIDP, many local offldals did work closely with the consultant teams and 
controlled key decisions but, as noted earlier, this was not true everywhere mahati, 
1990). Even where local leadership was Mrly strong, there remains a need for further 
strengthening of skills. 

With direct MHA participation, the IMG has made plans to improve local 
partidpation in the next stages of the process. Technical assistance support has been 
scheduled from both the UNCHS IUIDP Implementation Support Project and USAID. In 
these efforts, consultants are to work directly with offldals fn selected cities, review past 
IUIDP activities, and develop capacity-building programs as appropriate. The USAID- 
assisted project will look more deeply into overtall local management capacity and offer 
recommendations for improvements. After these projects are reasonably far along, 
results will be widely disseminated and guidelines and manuals will be developed (and 
revised) as appropriate. Mobilization of these Mtiatives is now behind schedule. The 
work should be expedited, and careful monitoring by IMG will be required to assure that 
they are well coordinated and lead to an internally consistent set of guidelines for hture 
improvements. The results of these efforts should. of come. be built into further local 
government training programs (see dfacussion in Section 5,). 

A second inittative in this area should be considered as an addition to the current 
Plan. Because local capacity development will take time, central agencies (Cipta Karya 
and Bina Marga in particular) will have to continue playing a role in urban investment 
programming for some time to come. -9s noted earlier, they have already substantially 
modified their procedures fn DIP programming to be consistent with IUIDP. Cipta Karya's 
Directorate Bina Program., in inct, still plays the central day-to-day role in managing 
IUIDP technical activity in the field. 

More progress along these lines, however, could be beneficial. Additional steps 
(including organizational changes) may be appropriate to reduce sectoral biases of the 
past and reidorce the integrated multi-sectoral approach in individual urban areas. A 
new study conducted within MPW is suggested to explore ways of M e r  modifling 
central agency DIP planning and implementation to become more fully compatible with, 
and htegrated w i t h ,  the IUIDP procesm. 



LOCAL RESOURCE MOBIIStlaTION 
AND PRIVATE SECTOR 
PARTICIPATION 

Discussion in thfs section is organized around the four main objectives under 
Policy 3 of the Policy Action Plan: (I) improving the r m u e  performance of the property 
tax (PBB); (2) improving the cost recovery by local enterprises; (3) improving the revenue 
from local government taxes and service charges: and (4) increasing the fnvohrement of 
the private sector in local infrastructure and service provision. As background for 
readers not hmihr Nth Indonesia's public finance system, Annex A reviews its overall 
structure and 1980s trends in the composition of revenues and expenditures. 

The most importarit initiative here was probably the change in th!e basis of taxation 
from a rental (actual or imputed) value approach to a system based on the market value 
of the property (land plus improvements). Beyond this, virtuayt every aspect of the 
administrative system b being changed. Almwt all aspects were tested in the Tangerang 
Pilot Project. whfch was largely implemented by mfd- 1989 (see HIID, 1989 and 1990.) 

1. Prcrperty Injormntion A new, streamlined Property Mormation Declaration 
Sheet (Surat Pemberitahuan Obyek Pajak. SPOP), piloted in Tangerang, is being 
implemented nationwfde as a part of the U@6 mLUton Property Information (Pendataan) 
project. The project is targeting to collect one million new or updated SPOPa from 
throughout Indonesia. 
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2. Pn,per@ Valtcation A more a d e n t  valuation process has been designed, 
calling for indMdual valuations of high value properties (replacement cost method 
supplemented by checks on sales of comparable properties) <and an index-based mass 
assessment system for other properties. A computer system to implement and document 
this work was developed and satisfhctorily tested in Tangerang. By July 1990, valuation 
of the b t  10,000 high value parcels (8,000 in Jakarta, 1,000 in Surabaya, and 1,000 
in Medan) had been completed, and work was underway on the next 50,000. A 
s u c c ~ ~  experfment was also completed in Tangerang in which data fiom the national 
electricity agency (PLN) were used to update the tax rolls (and led to the discovery of a 
number of high-value properties not previously on the rolls). 

3. CoUectlon and EnforcemeRt In the past, property taxes were generally paid 
to local gfktals (Lurah). Payments could be made at a number of locations and payment 
schedules varied. The new approach, tested in 'Rangerang, involves banks as the primary 
collection agents. Letters infonn taxpayers that they must make their payments at only 
one location (Payment Point) in their Kecamatan or Kelurahan. A common due date is 
established for all taxpayers. Copies of all payment notices are sent to the bank by the 
tax ofl9ce. After the due date, the banks return the receipts collected plus the notices for 
any cases where payment was not made. This provides a clear record of delinquency. 
Dunning letters are then sent to delinquent taxpays. Given the increased credibility of 
the new system, returns after the flrst letter were considerably higher than originally 
expected. The system was fully operational in Tangerang in July 1989, and in 1989/90 
receipts there jumped to Rp. 8.2 billion, almost doubling the 4.2 million collected the 
previous year. . 

Measures aimed at strengthening the administration and the yield! fiom the PBB 
have been among the most successfid in the overall program to date. PPE administrative 
reforms, largely confined to Jakarta and Surabaya through 1990, are now being 
implemented in Indonesia's 12 largest cities--accounting for half of the national urban 
population. PPB revenues nationally grew from Rp. 168 billion in 1985/86 to Rp. 590 
billion in 1989/90, and a f3rther increase to Rp. 620 billion is estimated for l99O/9 1. 
(World Bank, 199 ic) 

COST RECOVERY 

Program Development Through 1990 

In the early 1980s. local water supply was provfded by BPAMS--in eect ,  subunits 
of the MPW. Since then, most have been reestablished as independent enterprises 
(PDAMS) and eEorts have been made under the program to enhance their fiscal integrity. 
Studies were completed to design realistic new Wstmctures .  These were endorsed by 
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a Mfnistry of Home Affairs decree (Pernendagri 690-536 of June 1988) and guidelines 
were promulgated on improved accounting systems. Substantial increases in cost 
recovery were attained in some cities that have implemented the new tariffs, although 
many have yet to do so. 

Efforts to improve cost recovery by PDAMs continued over 1989/90 but with mixed 
results. An analysis of performance in 30 PDAMs was completed and, in these cases, 
problems were idmltified and action plans for corrective actions were prepared. The 
studies indicated that some PDAMs had substanmy increased revenuz, but many 
others had still not implemented new tariff structures (often being held back because 
they have not received formal approval &om local ofEdals as is now required). Also, 
capacity problems had been evidenced in implementfng recommended 13xulagement 
systems. Studies were undertaken to promote fitrther strengthening (for example, in 
applying the financial Inanagemat guidelines dareloped by the USAID-sponsored Water 
and Sanitation for Health (WASH) Project--see McCullough and Walker, 1990). 

It is unclear what progress has been made over the past year in this area. A clear 
program for improvement has been designed for a number of PDAMs under the World 
Bank-assisted East Java-Ball project (World Bank, 1991a), but asfde fiom that, 
information on more recent experience is not available. There is no indication that steps 
have been taken to extend the new approaches to other l o d  enterprises (Eladan Usaha. 
Mi& Daerah, BUMD) as had been planned for thls year. A comprehemive review of 
PDAM and BUMD handal performance, and the subsequent design of a clear 
improvement program, should be targeted for the program9s next stage. 

Program Development Through 1980 

Indonesia's provincial and local governments have traditionally auned revenue 
from a variety of additional taxes and sexvice charges, although their yield has been 
small--24 percent of total routine revenue for provinces and only 6 percent. for lower level 
govemmcnts (Quigley, 1990). The program in this area has been aimed at rationalizing 
these sources (including eliminating some where administrative costs are not warranted 
by the revenues received), and strengthening the administration and improving the yield 
of those that remain. By mid- 1990, a systematic approach for achieving these ends had 
been designed (Manual AdmMstrasi Pendapatan Daerah, MAPATDA), manuals had been 
prepared, and implementation had been initiated in 200 local governments (P.T. Sumber 
Sarana Sempurna, 1988 and 1989). Rcsults were impressive. Estimates included, for 
example, a tenfold increase in the radio tax in Surabaya, and a sixfold increase of same 
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in Pasuruan and a doubling of business license revenue and an 850 percent increase in 
receipts for solid waste collection in Kabupaten Jember. 

By early 199 1 the MAPATDA system had been installed in all Tk. II govwnments 
in Indonesia. The new Monitoring Indicators report of the Municipal Finance Project 
(1991b) shows that income fiom these additional local taxes and service has increased 
significantly over the past few years. For example, &om 1985/86 to 1989/90, 
subnational government non-PBB taxes went up h m  Rp. 365 billion to Rp. 814 billion. 
Interviews held during this mission and comments of local ofkhls at the USAID- 
supported Municipal Finance seminar last December (Municipal F'inance Project, 1990) 
give MAPATDA considerable credit for this change. They indicate that most local 
governments have found the system understandable, are using it, and have found it has 
focused their efforts on more efllcient collection of these resources. 

PRIVATE SECTOR PARTICIPATION 

RoQram Development Through 1890 

Considering limitations in local govemment capacity, involving private fkms in 
various aspects of urban senrice provision (ran- from dfrect investment to playing 
ro!es in operations and maintenance) is an important opportunity for Indonesia. A new 
objective was added to the Policy Action Plan in 1989 to recognize thh potential. 
Workshops to stimulate intereat in the approach had been held as early as 1988 (see, for 
example, Hendropranoto Suselo, et al., 1988) and the government was active in 
promoting it in 1989/90. The Chairman of BAPPENAS, for example, devoted a major 
address to this approach, stating "... we are looking increasingly to the prfvate sector to 
flnance and operate physical intiastntcture and to upgrade skills" @MU, 1990). He noted 
public-private partnerships that have recently been initiated in interurban (toll) roads, 
industrial estates, electric power, and telecom~nunications fadlitleg. He also extolled the 
important role being played by the (private) informal sector in many aspects of urban 
services (e.g., water vendors, informal transport operators, and pernulung in solid waste 
collection). 

Initial studies were completed to identlfl constraints and opportunities for an 
expanded private sector role. The study by P.T. Deserco and M. Macdonald and Partners 
(1989) study outlined how several approaches could be applied in Indonesia (including 
the Build, Operate, Transfer method, or BOT) and reviewed potential for private sector 
water supply schemes in 16 cities. 

More important, new private ventures in urban services were actually Initiated (or 
were in the negotiation stage) in several localities. These included: (1) the Umbulan bulk 



water supply project (4 cubic meters per second) for Surabaya; (2) a BOT water supply 
scheme for Lhok Semaue offered by the government to a private consortium; (3) a major 
drainage project for northern Jakarta: and (4) a bulk water supply program for 
Semarang. l[n Surabaya, private firms have already been used extensively by the PDAM 
for bffl collection, an approach that has been promoted in other areas. 

Momentum in this area over the past year has been W e r e d  by the GOrs general 
emphasls in expanding the role of the private sector in national development. It has been 
recognized that, after Indonesia's hdamental structural reforms in the early 1980s to 
reduce its dependence on oil, the successfd dfversiflcation economy has been largely due 
to the response of private Arms (see World Bank, 199 lc). 

Speclffc to this sector, two Mtiatives (both USAID supported) are noteworthy in 
establishing a base for much greater private invohrement In urban services. The first is 
the WASH/- (1 99 1) project on expanding private partidpation in water supply. n'lis 
project reviewed successfid private projects in a number of sub-sectors in Indonesia and 
other countries and then developed a proposed strategy and administrative guidelines for 
planning and Implementing projects involving private firms in water supply. The results 
were reviewed by a broad m y  of government of3dFI1.Q at a seminar in Bali in May 
(Municipal Finance Project, 1991). The second is the effort, just now being completed, 
to design the four-year, $20 mUon Private Partldpation in Uttllties and Urban Senrices 
(PURSE) project, whilch ahm for major changes in the regulatory environment (to 
eliminate barriers to, and provide positive Incentives for, private participation) and will 
provide technical assistance and h- (both to public of3dals and private managers 
and entrepreneurs), and demonstration projects. Within the GOI, PURSE will report to 
TKPP, which should assure its integration in the overall decentralized urban development 
program* 

While these preparatory efforts were undemay, various GO1 agencies have 
established working group to f!urther this objective and a number of new projects have 
been Mtiated (documented In WASH, 1991) including, for example: 14 toll road projects 
(806 km.) now in the dealgn stage: the new Nusa Dua bulk water supply project in Ball; 
and a variety of new efforts in electric power and telecol~ll~unicatio~. Also, there 
appears to be continued support under IUIDP for the expansion of community and NGO 
Involvement in planning local improvement and O W  projects. 
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CREDIT FINANCE AND 
INTERWVERNMENTAL GRANTS 

PROGRAM RATIONA&E 

The methods of resource mob~llization dfscussed in Section 3 are important but 
alone incapable of generating the !Increases in local resources needed to meet the 
requirements of rapid urban growth. TWO objectives related to more substantial resource 
mobilization are stated under Policy 4 of the Policy Action Plan. 

The &st calls for a significant expansfon of local borrowing to finance urban 
infixstructure. Through the mid-19809 local borrowing esrperience in Indonesia was 
negligible. Yet in developed countries, reliance on aedit for local capital development Is 
dominant. Loans have an important; leveraging dect ,  pennittfng localities to make much 
larger investments in any given year than that year's budget could support, because they 
can defer payments over a multi-year period. Since major capital investments yield 
beneflts over many years. financing them out of today's revenues in fact puts an 
unreasonable burden on today's taxpayers. 

The second objective is to increase local discretion over the use of central 
government grant funds for urban development. As noted in Annex A, only a small 
portion of all central grants have bf-len tranderred in the form of block grants that could 
be progmnmed by local oflkials based on their own, assessments of priorities. It was 
reasoned that local governments hwc much stronger incentives than the center to apply 
h d s  efIldently In response to real local priorities, thus higher cost-benefit ratios would 
be achieved if they could control a larger share of grant Investment. Also, experience in 
other countries suggests that residents are more likely to be willing to pay more for 
services if they have more choice &out what services to buy and how they should be 
delivered. 



Munlc@al Flnanw and Shelter Program-hlrd Year Assessment 25 

CREDIT FINANCE 

Rogram Development Through 1990 

In the late 1980s, efforts were made to pass more central government and donor 
funds on to lo& governments in the form of loans, albeit at highly subsidized interest 
rates. Bastin (1990) estimates that total subnational government borrowing from central 
government sources (volume of contracted loan sums, not disbursements) since 1974 has 
amounted to about Rp. 1.8 W o n .  He notes that these h d s  have been borrowed for 
a mr!ety of firnctions, including water supply. markets (Inprcs Pasar), urban roads, KIP, 
and bus terminals, as well as liquidity credlts for gove~nment owned regional 
development banks (Bank Pembangunan Daerah, BPD). 

Local Gouernment Borraufig Erpertence to Date and Demand JOT Credit 
Flncuure. Over Repelita IV (l984/85- l988/8S), local borrowing represented less than 5 
percent of total regional development expenditures (including the DIP regional 
development component) but roughly 15 to 20 percent of urban sector expenditures. In 
1986/87. total disbursements on provincial and local govenunent JWIS reached Rp. 6 1.8 
billion. The volume of lending to subnational gowmments and : .rterprises has more 
than doubled since then, mostly because it was decided to pass t - r much of the surge in 
foreign assistance loans to them through subsidiary lending agreements. Even though 
the magnitudes have still not been high, this should be regarded as a step Exward 
because it gave local governments some experience with credit financing. 

In 1990, HIID conducted a survey of subnational government borrowing. Bastin 
(1990) reviewed the preliminary hdings. Most important, results indicate that there is 
evidence of substantial reglonal government loan demand. Many local governments 
already do borrow for a number of firnctions, in many cases on commercial terms. This 
is true even though the grant system competes directly with the lending option (no 
hctional  Merentiation) and since grants are available to all regardless of ab'ity to pay, 
grants are naturally prefmed. Nonetheless, grants are not always available and local 
ofkials are under pressure to expedite infiastruchue development. Commercial credit 
is used in part because the process of borrowing from central govement is lengthy and 
cumbersome (borrowers may have to wait for more than a year before a commitment is 
made). The survey found that 40 percent of the local govenunenb, 75 percent of the 
PDAMs, and 65 percent of the BUMDs responding consider loans as a source for Repelita 
V development projects. 

P l m i n g  fm the RM. Concessional loans do not achieve the objective of broader 
resource mobilization. A lending hciltty that charges high enough rates to cover its true 
costs not only maintains its capital base so that it continues to lend but, ultimately, can 
attract additional b d i n g  from private capital markets. To establish proper incentives 
it is also important for lending a t e s  to be uniform at any point in lime. The Plan has 
called for the development of such a facility (the Regional Development Account, or M A ) .  
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The need for the facilfty has been much reinforced by the acceptance of Repellta V 
targets, which call for massive increases in credit financing for the urban sector. The 
most conservative assumes the channeling Rp. 2.5 trillion in government f h d s  alone in 
the fonn of loans. 

Principle features of the RDA's present design are: (1) RDA will become the sole 
central g o v m e n t  loan facility, consolidating the vari~us forms of loans previously 
offered; (2) it will offer loans on uniform terms (including a uniform interesi: rate at any 
point in time) for all types of projects through a standard mechanism (thereby eliminating 
previous inequities across hnctions and regions): (3) it will lend only for public projects, 
avoidlng public investment where there are few positive externalities and commercial 
credit is a viable option: (4) it is expected that a t  the outset, RDA lending will focus on 
projects that will earn suf3dent revenue for the local government or enterprise (either 
through user charges or increment taxes) to provide strong support for reliable debt 
service payments (promoting expanded cost recovery throughout the urban development 
sector is an implicit RDA objective): (5) it will apply standardized and much nore rigorous 
appraisal techniques than have been used in government lending in the past. 

Most important, RDA's goal is to establish financial policies to assure its self- 
sustaining operation as a revolving f h d  (ultimately essential to broader resource 
mobilization). It was calculated that, in mid-1990, an interest rate of around 12 percent 
would be appropriate for this purpose. However, a major World Bank loan package for 
metropolitan Jakarta (JABOTABEK) was negotiated earlier in 1990 at a nine percent rate, 
higher than the rates typically applied in municipal lending in the late 19809, but still 
below the 12 percent level. It seems unlikely that the RDA will be able to move 
substantially above this nine pe-rcent precedent at the outset, but the design contains 
language commttting RDA to moving to higher levels. 

Through mid- P 990, substantial implementation planning had been completed for 
the RDA and had been formally established as  an account with Bank Indonesia to be 
administered by the Ministry of Finance (MOF). Reparations in 1989/90 included the 
development of a borrower9s manual, additional detailing of administrative procedures 
(Price Waterhouse Siddik, 1990). and additional staff training. A joint BAPPENAS/MOF 
decree to formally establish the RDA had been drafted and moved to high-level reviews 
by 8/90. But no agreement had been reached. 

1900/91 Performance 

Over the past year. agreement on the joint-decree continued to be elusive. 
Apparently it has been decided that the MOF alone will issue a decree (with the same 
basic features outlined above) to establish the RDA, but as of 8/9 1, that decree sW1 has 
not been signed. 
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Dmnesttic Lending Amangmwnts Under the EastJava Bali PPqfect. One 
important step was taken th& year, however, to support more dlsdphed local 
government borrowing. In I ts  agreement for the World Bank East Java-Bali project, the 
GO1 has agreed to p,ass on a signitlcant amount of the firnds [$49.5 mrrllon out of the 
$184.5 million in donor h d s )  to local gove~llpenb and their water enterprises in the 
fom of loans. and to use a mechanism that will progressively increase interest rates over 
time to move toward market rates. Further, the GO1 has agreed to apply the same 
approach in Euture urban sector loans (World Bank, 1991a). 

The Domesticating Lending Agreements (between the GO1 and local entities) will 
be prefhanced fiom domestic h d s  with reimbursement to the GO1 fiom proceeds of the 
World Bank 1.0a.n. The *-month average of the threemonth Sertiflkat Bank Indonesia 
(SBI) rate at the time of any appraisal will be used as a proxy for the market rate. In 
setting the rate for any loan, the GO1 will apply a pre-agreed discount percentage to this 
SBI index, but the size of the "discount will be reduced over time and move the onlending 
rates to market rates in progressl-re steps." In recent years the donor community has 
come to understand that where the !handal sector has been severely repressed, 
immediate jumps to market rate are seldom feasible and a more gradual approach makes 
sense (Peterson, 1990). 

Another important precedent in this project is an efktive loan-grant linking 
mechanism, Large and small (rich and poor) urban areas whose PJMs are flnanced at 
the same time will have to pay the same interest rate on the loan portfon of the finds 
they receive. But, based on objective assessments of their debt payment capacities, 
poorer cities will receive a much larger share of total program fhandng in the form of a 
@ant, whereas richer cities wlll receive more as loans. Thus, even though the interest 
rate may be the same, poorer cities will have to pay interest on a much smaller share of 
the& total financing. The total cost to them will be substantially lower than for the more 
developed areas. Without a mechanism Ilke this, it would be politically difl8cult to charge 
progressively increasing fr~terest rates to all local governments, even though doing so will 
be essential to protecting the integrity of the fund and, thereby, accelerating resource 
mobilization over the longer term. 

Prioritha for Impmvement 

The R M  and the LQonOmt Linking Mechanbm Obviously, the signing of 
the decree and the formal establishment of RDA should be one of the overall program's 
highest priorities in the coming year. Steps toward full implementation should then be 
expedited to get back on track with regard to program resource mobilization objectives. 
This should include the flnallzation of: (a) a detailed RDA implementation work program, 
wlth clear assignment of responslbUties, activity schedules. and a me-m for 
kequent performance monitoring: (b) the development of a longer term strategy for RDA 
(and sector) resource mobilization: (c) implementing regulations: and (d) the final 
borrowers manual. 



As noted,, the policy of using regularly increasing, geographically uniform interest 
rates is not likely to be upheld politically unless some ban-grant lhldng mechanism is 
in place; that b, unless grant allocations can be made in conjunction with loans j~i a way 
that more dev~Aoped local governments are subsidized much less than poorer ones. The 
approach the Gwa-nment has taken in the East Java-Bali Project would seem to make 
a great deaJ ofs!;lsc in this context. It both supports the coordinated financing approach 
of IUlDP and provides a hir method of allocating grants. Efforts should be made to adopt 
it (or someth.ing very much like it) as nat io~~l l  policy in conjunction with RDA operations. 

ADl~%lg.fiw Umger Tenn Credit Uptions fw LQcal Oouemrnents. The RDA, 
as &littally ddnrx11, \vUl not be an ideal EaclUty for municipal borrowing over the long 
term.. But ixnplementlng it now and experimenting and adjusting as lessons are learned, 
can be a sound path to better mechanisms that are more independent, and more 
decentral1zr:d, more mrket oriented. 

It .s;voul,d seem important to devote some thinking over the coming year to the 
possd~le long-tenn evolution of opportunities for municipal borrowing that would support 
expatnded rtsource mobfibation. When investment needs are compared with likely public 
resource avi&abuity in the resource mobilization strategy exercise suggested above, the 
compar&on !Is W.ely to emphasize the importar~ce of phasing in support from priMte 
capital markets. Already, there is interest on the part of subnational governments to 
accesc:i private capital. The province of East Java has, in fact, announced its intention 
to float :a bonld issue to flnance some development projects, although Phis may prove to 
be premature (see M~n'lcipifl Finance Project, 199 Ic). However, it would be useful for the 
Polio3 A~ctio~n Plan to call for initial analysis and planning to devise means of adapting the 
present RDA . h e w o r k  over time, as might be needed to enhance the prospects of 
private capital market. involvement. 

It is re~ogslize~d that this evolution wJll take some time. Analysis by Donald 
Gardiner (1.990) indicates that even with the recent dramatic reform in the financial 
sector ;and the :wbsequent rapid development of Indonesia's capital markets, conditions 
are not yet right fix a municipal bond system. m e  number of bond issues of any kind 
to date hau been 'limited (48 issues totaling Rp. 1.5 trillfon since 1983), and there is in 
effect n'o market for them. All so hr have been "placed under government direction and 
held in portEolios until matuity. Potential buyers still see considerable risk in resale 
potenw in relation to other fonns of investment. In a Rp. 50 million issue by the BTIU 
(Bank Tambungan N e g h )  irl 1989, Rg. 11 million went unsold and had to be held by 
the underwriter, at least initiidly, in its own portfolio. At the same time, the equities 
market is extremely active and the interests of brolers/unde~rwriters seem to be focused 
there for the time being. It is ,also important to remember that no facility now exists to 
rate the quality ui mw.\icipal issues--normally essential for an. effective market. A more 
recent review by the Municipal Finance Project (199 1c) reached similar conclusions, i. e., 
;that the developlr;.mt of a municipal bond market will take tlme. 
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But there are intermediate steps that could be taken. One rnight be to plan for 
some decentralizing of RDA operations. As  a central government entity, the RDA could 
quickly become congested if demand expands rapidly. Ultimately there could be great 
disadvantages in havfng all appraisal and servicing capabilities housed in its ofRces in - 
Jakarta. One step could be to decentraJize fiulctions to MOF ofBces in the provinces, but - 
more flexfbiltty mfght be gained if the RDA had the option of acting as a central 
rediscounting fkcility, with other institutions. perhaps the Regional Development Banks, 
onlending to local governments and enterprises, and thus handling loan origination, 
appraisal, and servicing hc t ions  closer to the locations of the borrowers. Experience 
with an approach like this should greatly hdlitate the eventual involvement of private - 
intermediaries. Not enough is known at present to evaluate such options, but it wodd 
seem appropriate to devote some analysis to longer term institutional planning in this 
way over the coming year. 

Another step of importance in this area is the establishment of clear public n 
monitoring of the debt servicing experience of local governments and enterprises on loans - 
from aU sources. Regular reports should be prepared on all loans initiated, current 
balances, the extent of any arrearagea, and actions taken to address them. Preparing 
such reports and publidzing the results can add pressure for good performance and will 
be necessary at any rate for the ultimate formation of facilities to regularly evaluate the 
quality of municipal issues in a bond market (see further discussion in Section 5). - 

REFORMING THE ALLOCATION OF CENTRAL GRANTS 

Program Development Through 1880 

The program's central objective in grant reform has been to extend more discretion 
to provincial and local gove~llpents over the investment of central budget resources in 
their areas. This could include giving them more discretion in the w e  of SDO and Inpres 
resources and. possibly, reallocating some fimds these citfes would otherwise receive via 
DIPS into the Inpres allocations. An additional interest in this area has been to address - 
problems in the criteria by which grants are allocated to different areas. There are 
reasonable arguments for: (1) using the grant allocation process to redress inequities in 
economic circumstance (i.e., give more to poorer reglorn and localities; and, alternatively, 
(2) use grant making in a manner that provides incentives for greater local resource 
mobilization, i.e., give more to localities that raise more hnds on their own, an approach - - 
that could well imply giving less to poorer areas (see discussion of various options in - 
Booth, 1989, and Lamb and Binder, 1987). Awareness has grown that the issues are 
complex and the design of reforms must obviously be thought through carefWy. 

Through the mfd- 1990s, the program had not made much progress in these areas. 
It is true that to the extent local oflicials acttvely participated in the IUIDP process, they 

- - 
had much more influence than ever before over the way central investments (DIPS) would 



MunIdpat Flnance and Shelter P m g m n t - M  Yem Assessment 

be made in their areas. But ha l  decisions on those investments still rested with the 
central departments. A number of proposals for reform of the grants system had been 
advanced and were actively under discussion, but there was no definitive timetable for 
resolving issues that remained outstanding. 

GOI's budgets did not re.tlect much change in the position on these issues (see 
Annex A). From 1985/85 through 1990/91, central grants that are passed on to be 
spent by local governments (Inpres) averaged 12 percent of total development 
expenditures and General Inpres grants. (as opposed to Sectoral Inpres where tight 
conditions are placed on permissible expenditures) averaged about half of the Inpres 
total. There appeared no clear trend either to increase or decrease these proportions 
during that period. 

Over the past year, new legislation to m o w  the grant system and local tzudng 
authority has been drafted and is apparently very close to the point at which it can be 
submitted to the legislature. The drafts were not available for review during this mission. 
However, we were told that they represent more of an incremental change to the present 
system rather than the wholesale replacement that had been suggested in some earlier 
proposals. The drafts, however. will fivther local discretion over the use of grant 
resources by permitting neither decreases in the share of total gmnts that pass through 
the Inpres channel nor decreases in the share of Inpres grants in the General (few strings 
attached) categories. Reportedly more authority will also be given to local governments 
in setting rates on local taxes. 

One clear accomplishment this year is another precedent the GO1 has set in the 
World Bank East Java-Ball loan agreement (World Bank 199 la). TKPP data show that 
out of the total Rp. 2,018.0 billion spent on the urban investment program from 1987/88 
through 1989/90, Rp. 427.6 billion was b d e d  by the World Bank's USL and another 
$787.3 billion was funded by other donors. Even though the donors uniformly supported 
the nm)P approach, the expenditure of 84 percent of the USL b d s  and 76 percent of 
the assistance from other donors was allocated through traditional DIP channels, i.e., 
planned and implemented by central agencies. The innovation in the East Java-Bali 
approach is the GOI's agreement that a signiilcant share of the h d s  (56 percent of the 
$135 to be allocated through grants) will be channeled directly to be planned and 
implemented by local governments under the NIDP procese through a special SPABP 
mechanism under the authority of Inpres. 

The GO1 has indicated its intention to follow similar arrangements in other donor 
urban assistance agreements in the hture. Also, planning has been initiated for the 
creation of a new Inpres Perkotaan (a General Inpres in support of the urban investment 
program), which, Eke the SPABP mechanism, would give local governments broad 
discretion in the allocation of fimds and direct responsibility for project implementation. 
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Finally* even though its percentage share did not increase much during the 1980s, 
it is significant that the GO1 has budgeted substantial increases in the absolute amount 
of total Inpres allocations of late: fiom Rp. 1.1 trillion in 1988189 to Rp. 2.3 trillion for 
l99O/9 1 and Rp. 3.3 trillfon for 199 1/92 (World Bank, 199 lc). Whtle several of the 
Inpres channels have too many strings attached, these grants are at least locally 
admrnintered. 



Section 5 

INSTITUTIONAL DEVEWPMENT AND 
PROGRAM COORDINATION 

STRENGTHENING LOCAL GOVERNMENT CAPACITY 

Program Development Through 1880 

Consistent with Poky 5, the Plan's objectives have included: (1) carryfng out a 
comprehensive study of the urban institutional and manpower development needs of 
local governments: and then (2) developing a program to strengthen local govwnment 
capacity based on the results of the study. 

UI3ldDS. The study (UIMDS) was completed at the end of 1988 (P.T. Hasf- Dian 
Konsultan and DHV Consulting Engineers, 1988). One of its major contributions was 
a new Human F&source Data Base (HRDB). containing the results of a 30,000 respondent 
manpower sunrey. The report's fhdings and recommendations covered most relevant 
topics--urban planning. local h d a l  management, urban service delivery* personnel 
management training. the administrative status of urban areas. internal organizational 
structures, and training--and examined appropriate roles for central. provincial, and local 
authorities b each. The report recognized that considerable time will be required to 
address all of these issues adequately, but it pointed out many other areas in which 
progress could be made incrementally without waiting for major legal changes. Across 
all topics, short-term actions could entail organizational tightening to eliminate fhctional 
redundancy. by streamlining presently cumbersome procedures and introducing 
computer-based management systems. 
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The study's recommendation on tralning warrant a particularly high priority. 
Observations during the Second Year Assessment and this one canflrm that while 
training has been provided under several elements of the Policy Action Plan, the results 
of these efforts are not well documented individually and there knas never been a 
comparative evaluation of their performance. Anecdotal evidence indicates that off-site 
training (where trainees are sent to a separate hdllty for lectures and participatory work 
in subjects relevant to their jobs) have been less benefldal then on-the-job, Zem by doing 
tmfnfrg experiences. In the former, there is little guarantee that the trainee will be able 
to apply what has been learned directly to the job when he or she returns to it. In the 
latter, the traLnlng is designed to fit the job and the new techniques or principles have 
to be directly applicable to the tasks that are central to the trainees performance. When 
the trainers depart, the trainees simply continue to do what they have recently gained 
experience in doing in situ. A comprehensive review with these issues in mind seems 
very much needed a t  this point as a basis for fbture planning. 

UIMDS had been much discussed in 1989, and was generally well received. 
However, through mid-1990, steps had not been taken to form a definite plan of action 
to deal with its recommendations. 

Systems Support. The HGL Second Year Assessment noted concern about the 
development of information systems to support the overall program, Today, probably no 
device is more important to enhancing local government capacity than a computer-based 
financial management and accountancy system (covering all sources of revenue and 
capital as well as routine expenditures). Such systems can form the core for broader 
planning and control of all municipal activities, in addition to, providing the base for 
financial planning, accounting, and auditing per se. In the overall program, several 
systems that appeared to be at least partly overlapping in these areas were in process 
(MAPAmA, PAFPACK, systems developed to support PJM and NAP formation in IUIDP, 
and a package developed by Redecon for the Ministry of Finance). The Assessment 
suggested a comprehensive comparative revfew of these systems and the development of 
proposals on how to incorporate the best features of each into a series of useable - 
packages. - 

Longer Tcnn Issues. The HGL Second Year Assessment also noted two longer 
term concerns in this area. First, was more rapid action on granting appropriate 
administrative status to urban areas. Unless a city has been given Kotamadya status, 
there is no public entity that can adequately represent it. It has no government primarily 
concerned with its own interests as  distinct fkom those of its rural hinterland. In 
deciding whether or not to borrow fiom the RDA, for example, the incentives of a Bupati 
who happens to have a sizeable dty within his Kabupaten boundaries are very Merent 
than they would be for the Wallkota of the city itself. NUDS (1985) proposed a schedule 
for accelerating the classification of urban areas in Indonesia, but t h t  schedule has 
fallen far behind. Secondly, UIMDS recognized that present civil service regulations 
provide strong incentives for would-be public servants to seek employment a t  the central 
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rather than the l o d  level and disincentives for talented young managers to seek careers 
in the public service in general (King, 1988). Ultimately those biases must be eliminated 
if the program is to succeed. 

1990/91 Pdormance an8 Rioritie8 for Improvement 

The major dtsappointment over the past year is that a forcefirl and cohefent 
program still has not been developed to follow up on the UIMDS study. A plan did exist 
for this to occur under a World Bank-sponsored Local Government Institutional and 
Manpower Development Project, however, the GO1 and the World Bank still have been 
unable to agree on the structure of this project. The development of some comprehensive 
program to address these issues, spedflcally related to urban governments, should be 
among the program's highest priorities over the coming year. 

Progress was made this year toward the rationalization of systems support for the 
overall program. The Municipal Finance Project called for the preparation of a series of 
papers describing the various systems that were anticipated or underway and an 
interagency seminar was held to review them in 12/90. The seminar (see Municipal 
Finance Project, 1990) assessed the strengths and weaknesses of each system, identifled 
areas of overlap, and developed prfnciples for a more focused and coordinated approach. 

The GO1 has also made progress on the two new issues noted in the Second Year 
Assessment. First, the MHA has begun to upgrade the status of local governments. One 
Kota Administratip (Bitung) has been reclassifled as a Kotamadya, and seven more such 
reclassiilcalions are planned (TKPP, 199 1). 

Second, a major reform of the civil service system is now underway (World Bank, 
1991~). This reform was motivated by the GOrs general recognition of the need to 
transform public b c t i o n s  to an emphasis on guiding and facilitating private sector 
development in the economic sphere, rather than on fmproving local government 
management per se, but it should be fully consistent with the goals of the overall TKPP 
program. The process (under the Ministry for the Utilization of the State Apparatus-- 
MEMPAN) is beginning with a broad "job analysis" initiative intended to streamJine 
organizational structures and improve management and technical skills. 

In the past, government employees holding "structural" positions, mainly with 
administrative duties, have benatted most from the present complex supplementary 
payments systems in the compensation package. The intent is to use job analysis to 
create a new system of "hctional" positions and career paths that would have clearly 
deflned compensation schedules tied to performance, and to rely more on competitive 
procedures for promotions (in contrast to the semi-automatic promotion process that 
currently exists at present). The current system offers substantially greater promotion 
opportunities to central agency employees than to staff at the Tlc I and I1 levels. The new 
system, with numerical credits given uniformly under the hct ional  paths based on work 



Munldpal: Nnance and Shelter Pqrtnn-TNni Yarr Assessment 35 

contribution and professionalism, will eliminate that bias. It would seem important for 
the next update of the Policy Action Plan to relate more explicitly to MEMPAN in 
expeditfng the implementation of these reforms as they affect Tk. I and It governments. 

SECTOR COORDINATION 

Program Development Through 1090 

The program*~ last policy (Policy 6) addresses the need to strengthen coordination 
and consultation in the urban development sector. The most basic step under this policy 
was the formal establishment of TKPP in 1987 and the subsequent decrec extending its 
responsibility for an i n d a t e  period. The forming and iniw performance of TKPP has 
won worldwide recognition (see, for example, Wegelin, 1990), but there had been some 
concern during 1990 that it was losing some of its initial forceFulness. 

Another event of importance in this area had been the forming of a new national 
Spatial Planning Committee charged with medium-term national level plalnning for the 
urban sector. TKPP was to play an important role in this Committee, but by mid- 1990 
fimctional responsibdllties had not been clarffied and a work program i ~ d  not been 
developed.. 

1990/91 Pe-formance and Priorities for Improvement 

Stmngthenfrg TgPP. Several steps were taken this year to strengthen 'IWP 
institutionally. Most important, TKPP chairmanship was vested clearly Wth Deputy V 
(responsible for spatial development) in the National Planning Agency (BAPPENAS)--the 
most logical place for it. Second, the IUIDP Management Group (IMG), estnblished last 
year to support TKPP, was strengthened through clarification of reaponsibit.lties and the 
establishment of regular meeting schedules (this group is made up of represlentatives at 
the Director level and handles day-to-day coordination of the imestment program in 
response to guidance &om TKPP, which operates at the Director General level). Finally, 
after some delay in 1989/90, technical assistance teams h d e d  under the UNCHS- 
administered IUIDP Implementatfon Support Project and USAID'S Municipal Finance 
Project (MFP) were mobilized last September. Discussions of their activities throughout 
this report indicate that they have made important contributions to the work of both 
TKPP and IMG. So far, they have been working in ways that are compatible,, However, 
it makes sense to coordinate their sorts even more closely to heighten impilct. 

The POZicg Action PZaa In 2/91, the TKPP Chairman submitted to USAID an 
overall ewmination of the program, reviewing performance under the Policy Action Plan 
and highlighting issues to be addressed CIXPP, 1991). This submission dealt with the 
status of work elements under the last (5/90) update of the Plan and presented ideas 
concerning future priorities. Proposals for the future cover: updating the natio:nal urban 



strategy, implementing the RDA and taking other steps to strengthen local government 
flnance, continuing the IUIDP and W e r  integrating it into regular government 
operations, expediting work on local government institutional development and training, 
strengthening and coordinating information systems at all levels, and providing new 
emphasis within the program on infrastructure operations and maintenance, urban land 
management, and urban environmental quality management. These proposals are f a y  
endorsed by the suggestions made in this assessment, and the document forms a usefa 
basis for the next comprehensWe Plan update. However, there is an urgent need at this 
point to translate its general statements into concrete targets with schedule dates, and 
to do so with the hll participation of all relevant agencies i?. TKPP. 

Systematic Monitoring qf Phbgnzm womance. The HGL Second Year 
Assessment found the need for improvements in systems to monitor the progress of the 
overall program. There had been reports on individual elements, some of which were 
excellent. but as of mid-1990 there was no recurrent, comprehensive, kctually based 
reporting on the progress of the program as a whole. It was argued that an elaborate new 
monitoring system was not required--the need was for a simple quarterly report that 
would be easy for top decision makers to understand. 

Important contributions have been made to this objective during 1990/9 1. First, 
the Municipal Finance Project (1991b) has d d o p e d  a set of statistical indicators on 
inany of the key variables needed to track changes in the intergovernmental flnance 
system, directly related to Policy Action Plan targets. All are presented in chart form, 
making it possible to see immediately whether colnditions are improving or not. Second, 
Directorate Bina Program has done much to improve its reporting systems on IUIDP 
progress, which now contain clear tables showing; changes in status for each urban area 
affected (information on related activities such as, MAPATDA and training programs are 
also included). Information on overall program exjpenditures and h d n g  has also been 
much improved (the basis for the analysis in Section 2). 

Further imprwements in this area are needed, however. Most important, the new 
information from both sources should be integrated into one report and used recurrently 
as the basis for discussions of progress in 'IXPP meetings. 

Second, some information required to track progress is still either missing or not 
being presented effectively. At the TKPP level there appears to be a need to improve 
reporttg on the progress of working groups in developing work plans, draft legislation, 
and so on. Reporting shCuld include tables indicating the dates on which meetings were 
held and who attended, and explicit citations of any documents produced (with a one 
paragraph abstract of their content where possible. Additional factual information would 
also be helpll for programs now being implemented. Examples include: a table on PBB 
implementation that would show for each city the total number of parcels, total valued 
to date, recent and expected future collection rates and Rp. yields; some indicators of the 
extent of involvement of local government omcials in PJM/RIAP preparation and 
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implementation; more data on the chixacteristics of PJMs by city--e.g., total and per 
capita investment levels by subsector, data on program composition, and some simple 
performance ratios; and regularly updated tables showing the number of employees who 
have received training under each component program in each city. 

It may be worth mentioning agaln one caution given in the Second Year 
Assessment. There is little doubt that the managers of different program elements would 
be more strongly motivated If the targets set for them were stated in a clearer and more 
deanite manner than they are in the present Plan. Setting concrete targets, howwer, is 
dimcult. It is often hard to know what it is feasible to expect ahead of time. The best 
approach may be to h t  gain experience by recurrently monitoring more definite 
measures of performance as suggested above, and then set clearer targets in different 
areas incrementally as TKPP becomes more confident about defining reasonable 
expectations in each area. 

Urban and Spatial Sttatern. The TKPP Chairman's 2/91 submission 
appropriately recommends steps to update the national urban and regional development 
strategy, working in cooperation with the national Spatial Planning Committee. It seems 
worth raising again. another caution raised in the HGL Second Year Assessment related 
to effects of spatial strategies on IUIDP. To avoid an overly ambitious charter at the start, 
IUIDP was purposeNly limited to a basic set of fiurctions (water supply, drainage, 
sanitation, urban roads, and a few other related activities). TNs is an important set- 
including all that together really set the spatial pattern wWrtn an urban area-but there 
are other bc t ions  that have to be considered in local capital budgeting. The PJM/RIAP 
process has proved to be a basically sound approach for planning local investments and 
there is llttle doubt that local of3dals should expand its scope to cover, for example, 
budgeting for school and health center development. But what about building new 
electric power plants, teleco~nmunication hcilities, and maor roads, that is, strutegfc 
injkzstnrcture? These are investments in which the provlncfal and central governments 
retain a stronger interest since they play a more pow& role in setting the interurban 
pattern of opportunities for economic expansfon 

There seems to be general agreement at this point that IUIDP should be broadened 
and linked to the work of the recently appointed committee for Spatial Planning. 
However, there is a need for very aueN analysis as to how this should be 
accomplished--analpis that covers the practical administrative implications as well as 
the economic development aspects. Perhaps there should be two linked but relatively 
independent processes: one that covers matters fully under the dlscretlon of the localities 
and another that involves more negotiation between local and higher level governments 
concerning strategic infrastructure. A concept paper addressing these issues should be 
developed and discussed over the coming year before definite decisions are made to 
change IUIDP. 
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CentmZ I@nmatfon System Development and Priority for Analysis Qf 1988- 
90 Census Data on Ur6cut G m u t h .  The TKPP Chairman's 2/91 submission offers 
sound suggestions about the development of adequate information systems aupport at 
the ~en.;ral level for monitoring and coordinating urban development. It stresses the 
prioritization of activities and coordination to avoid overlaps. Efforts to plan integrated 
central systems have often failed by setting overly ambitious, all-embracing objectives. 
Incremental approaches (allowing different users to build components for their own use 
but retaining the capacity to interface them) have a much better track record. One task 
that is already clearly specifled warrants the highest priority: assembling data &om the 
new decennial census on population and other characteristics that are exuctly 
comparable to the deh t lons  used in the NUDS database (i.e., building up 
desa/kelurahan data to d e h e  hc t iona l  urban areas). Information on 1980-90 
population trends in urban areas is now urgently needed as a basis for more dective 
IUIDP programming in individual cities a s  well as for nationwide analysis to backup 
strategy formulation. 
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Section 6 

FUTURE PROGRAM DIFVEIX)PMENT AND 
THE POTENTIAL FOR AID SUPPORT 

D6PLICATIONS OF ACCELERATED URBANLZATION 

From 1970 to 1980, Indonesia's urban population grew by 1.1 million persons per 
year. The National Urban Development Strategy project (NUDS, 1985) estimated that 
between 1980 and 2000, the nation's cities and towns would have to absorb almost twice 
that rate: 2.1 d o n  persons per year. Prr?llmlnriry 1990 Cmsus results show that even 
those estimates understated the magnitude of the challenge. From 1980 to 1990 the 
urban population in fact grew fiom 32.8 mtllfon to 55.5 million--an average annual 
growth of 2.3 million. Indonesia's urban growth rate over the past decade (5.4 percent 
per annum) is among the most rapid experienced anywhere in the world. 

This expansion of urban areas has seemed frightening to some, but it has been 
associated with the strongest period of economic betterment in the nation's history. 
Considercdtle growth in per capita incomes and poverty reduction have occurred as 
Indonesia has undergme a major transformation in its economy. Few would have 
predicted the success that has occurred in economic diversification by moving away fiom 
the dominant dependence on oil characteristic of the 1970s toward substantial growth 
(mostly by the private sector) in -uf.'3cturing and other activities that have generally 
been outward looking and labor intensive, 

No one serfously expects any reduction in the pace of urban growth in the near 
term. There has been a broader recognltfon that the fbture quality of life in Indonesia 
will be predominantly determined by what happens in its cities and towns, and this has 
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heightened the GOrs concern both for the issues evplicitly addressed in the existing 
Policy Action Plan and some new issues as well. 

Clearly, as TKPP (1991) points out, rapid urbanization is "placing increasingly 
severe loads on existing urban ~ t r u c t u r e ,  the capacity to provide new infiastntcture, 
and the capacity to maintain and operate all urban infhstructure eiliciently". Intimately 
W e d  with fnfhstructure development is the evident degradation that is taking place in 
environmental quality and land use. There is also an awareness that urban conditions 
cannot be Impioved unless the population at  large has sufEcient income to pay for 
improved services and controls. Thus a new priority is attached to urban economic 
development--development that emphasizes not just more jobs (many who work remain 
in poverty) but more higher productivity jobs that yield suflldent wages. 

THE ROLE OF THE POILICY ACTION PLAN 

The Existing Agenda 

W e  its progress has been uneven at tlmes, there is virtually no disagreement in 
Indonesia's policy community that the basic themes of the current Policy Action Plan 
policy remain the most effective in coming to grips with Indonesia's urban challenge. 
These themes inchde: 

- Locally directed, disciplined, and coordinated multi-sector infrastructure 
Pr0mmmw!: - Expanded local authority and responsibility for resource mobilization and 
allocation: - An expanded private sector role: - Substantial improvements in local government capacity and incentives for 
its dc ien t  performance in response to local ~eeds.  

Some of the disappointments that have been felt about progress under the Plan 
may have been due to unrealistically ambitious expectations at the start. Over the past 
two years, understanding has grown about the difllculty of such major transformations 
as the Plan implies. Today, there seems to be a more realistic view of the timetable 
needed to secure the Plan's objectives. What is sigficant, however, is that these 
objectives, first articulated in 1985, have rtmalned constant for over six years, and while 
forward movement has not always been as rapid as hoped for, there has not been any 
actual backallding on any of them. 

And the GOI's achievements under the Plan (as outllned in this report and 
elsewhere) continue to be impressive in world terms. There can be ltttle doubt that the 
program, particularly D P  implementation, has fundamentally altered the way that 
Indonesja approaches the development of its dties and towns. 
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All of this argues strongly for the GOI's continuing to update and forcefidly 
implement the Policy Action Plan in basically its same sb.ucture although adaptation to 
address new themes will. of course, be required. Hand h hand with this conclusion h 
that the existing TKPP mechanism should also be retained. It should be self-evident that 
the p r o m  IS likely to proceed more effectively under the continued pressure of an 
interministerially supported and coordinated Policy Acl?iion Plan at the central level--one 
that is regularly monitored and adapted in response to changing trends and the 
emergence of new opportunities. The greatest threats to continued progress would be to 
disband TKPP and the Plan or to establish alternative mechanisms that weaken them. 

Weaving New Themes into the Fabric of the Existing Plan 

Given the above, ifi also makes sense to attempt to address the new thenies noted 
above--urban land and environmental management, urban economic development, and 
poverty alleviation-in a manner that is either a part of, or well coordinated with, the 
existing Plan. Surely, new programs by other agencies can be helpfid, but recent 
ihtemational research indicates that the most pow& tools for addressing these issues 
are already a part of the Plan. Most important, local gauemments'success in gutdtng and 
conb~ohg urban development in these and other ways, more than anything else, depends 
on the eflecti ueness of their capital budgeting processes, and in Indonesia. this now means 
the P J M / W / U D A P  process under N 0 P .  

Wrbcur Lcurd Management. The placement of major roads and other tmnk 
idhstructure appears to be the most effective tool local governments can use to guide 
the physical shape of urban expansion and thus the stmcture of urban land use. Many 
experiences in Indonesia show that where government bib to provide new roads and 
water supply to open up new land in the most promisling areas for development on the 
urban fringe, land development will occur anyway, but in a much less amenable fashion. 
Alternatively, where new roads and water supply are provided into new lands, private 
residential and economic investment will follow them (see Dowall, 1987, 1990: Klngsley, 
1991: Wunsch, 1991). 

In the past the literature has sometimes given more emphasis to land regulations 
to prevent inappropriate land development. But recent research has shown that in 
Indonesia, as well as in many other countries, land development regulations are often 
economically unrealistic. For instance, they require such high standards that 
homebuilding becomes ur~affordable to the majority of new households, thus retarding 
orderly land development where they are enforced. Furthermore, the institutional 
capacity needed to enforce detailed regulations seldom exists because doing so would not 
be cost-effective (Hoffman et al., 19911. The use of more streamlined and affordable 
regulations has been suggested: rules that focus on the prevention of truly serious 
s h c W  and environmental problems, but otherwise leave considerable latitude to 
households and flnns in the land development process (Kingsky, 1991). Sound 
regulations are essential, but if they are to be designed realistically to fit conditions in a 



given city, they can best be developed as a part of an expanded p!anning exercise to back 
up IUIDP (i.e., capital budget) preparation. 

Urban Envhmental apualfty Mmcrgement. The most serious urban 
environmental problems are related to impropcx land development and use--urban 
expansion into coastd lands, watemheds, flood prone terrain, and other environmentally 
sensf tive areas-and the lack of adequate ixlfirastructure--clean water, decent sanitation, 
and drainage. Thus the approach to environmental quality management that has the 
greatest potential is to integrate it within the process by which real local government 
decisiom . concerning land .and infrastructure are made, i.e., IUIDP. To be sure, 
adaptation will be necessary if this is to be done well. For example, there needs to be 
more concern for environmental quality issues fr structure planning, a focused 
comparative analysis of environment risks, better monitoring of environmental 
conditions, and regular feedback into the plannfng and investment programmfng process. 
But this can best be accomplished within IUIDP. 

Urban Economic Development. It is now well recoghized that the development 
of decent living conditions and the alleviation of poverty fn any city depends &st on the 
creation of adequate employment opportunities in that city. Simply providing a sdllcient 
quantity of jobs to match the growth of the labor force is not enough, however. Many 
who are now employed do not earn enough to keep their hntlies out of poverty. Thus 
what is required is more higher productivity jobs, i.e., jobs that yield higher wages. In 
addition, after much documentation of the Wlures of public economlc enterprises [see, 
for example, discussion in World Bank, 1991~). the GO1 has adopted the view that such 
economic advancement is to be sought by creating conditions that enhance the emciency 
and competitiveness of private enterprise. 

Considerable research of late has shown that efforts of cities to compete with each 
other by attempting to lure private investment with tax breaks and other subsidies have 
been largely self-defeating. Local leaders can best facilitate the growth of higher 
productivity employment opportunities by altering local conditions so as to make their 
cities more cost-competitive places to do business. It has been fiuther documented that 
the provision of emcient public infrastructure systems and the elfmination of arbitrary 
constraints in the land market are among the most effectfve ways local governments cm 
reduce the costs of doing business for private Brms (see Peterson et al., 1991a and 
1991b; and Kahnert, 1987). Thus, if they reaches out to focus more explicitly on land 
management as well as infrastructure, the local planning and investment programming 
processes already imbedded in the Policy Action Plan are among the most important 
means localities have available to spur economic development. 
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POTENTIAL ROLE FOR FUTURE USAID MSISTANCE 

When the Policy Action Plan was f3rst established the World Bank relied on it as 
the basis for its lending agreements with the GOI. USAID came along later and did the 
same. The World Bank, however, is no longer referencing its loans to progress on the 
overall program (although It continues to support its themes in its lending for program 
elements in various regions). At this point, therefore, USAID'S HGL h d s  are the only 
external resources explicitly keyed to integrated achievement under this program 
nationwide. 

Analysis by several donors has concluded that, even though Indonesia's domestic 
resource mobilization efforts are succeeding, a reasonable growth p t h  will require 
external capital assistance for many years to come, and this is particularly true the 
urban sector (for errample, see World Bank, 1991~). Accordingly, it would seem 
reasonable for USAID to provide access to additional HGL resources with basically the 
same understanding that has been applicable over the past few years, that dfsbursernents 
of each tranche be based on the Wrs conttnuedprogress in implementing its decentralized 
urban development PoUcy Action Plan as a whole. 

Although detailed targets and time schedules have not been specifled, the TKPP 
Chatrman's 2/91 revfew offers a sound basis for an update of the Plan.. It reinforces the 
main thpmes that have been part of the Plan fiom the start, and identii'es new issues in 
each area that need to be addressed, consistent with overall objectives. 

In devising a new loan, the experience of other donors in the urban sector over the 
past year should be reviewed--particularly, the implfcations of the East Java-Bali project. 
It may be possible to adjust the parameters of HG lending so as to: (1) assure a stronger 
role for TKPP as a whole in guiding the allocation of HGL h d s :  and (2) assure a greater 
role of local ofilcials in the more detailed programming of these h d s .  

Policy Emphases and Technical Ambtance Support 

The impact of USAID support for the Plan as a whole should be heightened if it 
focuses technical assistance resources on policy areas that are: (1) high priorities as 
recognized by the GOI: (2) do not overlap technical support fiom other donors or other 
sources within the government; and (3) areas in which USAID has prior experience in 
Indonesia. As focal points, aralysis in this assessment endorses two ongoing activities 
and suggests expanded emphasis on a third: 

1. Strengthening MunMpuZ Plnance. USAID technical assfstance will 
continue under the already contracted Municipal Finance Project through mid- 1994. 
This Project has made several important contributions to the overall program since the 
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team was mobilized a year ago (as documented elsewhere in this report). Its planned 
activities are designed to directly support the achievement of objectives under Policies 3 
and 4 of the existing Plan and themes for its continuation outlfned in the 'IKPP 
Chairman's 2/9 1 submission. 

2. Expanding Prluarte Sector Partidpafiton. The new PURSE project 
(expected to m through 1996) aimn at the expansion of private sector participation in 
urban services. one of the main objectives under Policy 3 of the existing program. As 
noted earlier. USAID has already provided the primary donor assistance in ~~obilizing this 
element of the program, through consultation on fonnlng the initial TKPP agenda in this 
area and the completion of the WASH studies and seminars on private investment in 
water supply. PURSE is a priority initiative of USAID/Indonesia and both its design and 
size promise major strides in solirlifi.inrt this theme in GO1 policy by assisting in the 
design of legal/regulatory reforms as well as by rn-g the orientation of ongoing 
programs. Its direct coordination with the overall program should be assured in that its 
primary government counterpart is to be the Chairman of TKPP. 

3. L a d  cr,%d l5ruhnmerrtaZ Qutzlitg Management. Discussion earlier in 
this section argues that: (1) given the massive urban growth that is now taklng place, 
much improved land and environmental quality management in the cities will be vital to 
Indonesia's hture welfare: and (2) that programmatic efforts to address land and 
environmental problems are intimately linked. These issues warrant a high priority 
under a new HG lending program. 

USAID has already supported work in these areas. First, legal/regulatory 
problems related to land development have been recognized as priorities in joint 
GOI/USAID discussions related to strengthening commercial law in Indonesia. An 
important result has been a critical evaluation of the workings of the land market and 
processes for land titling (Hohan  et al., 1991). Second, USAID is now supporting case 
studies of environmental problems and policy responses in a number of Indonesian cities 
(to be completed in 10/91). Also, the w e n t  USAID technical assistance project 
reviewing urban management in selected cities and ways to enhance the participation 
and control of local of)9dals in IUIDP planning will undoubtedly touch on these issues. 
The work conducted to date has been done at  a fairly general level, examining these 
problems nationwide. The work associated wlth a new HGL would focus on the means 
of coming to grips with these problems at the local level and building these techniques 
into the decentralized processes now proceeding under the Policy Action Plan. 

Other donors are also assisting Indonesia in its quest for stronger environmental 
management. Notably, the World Bank is contributing analysis to support the 
development of environmental improvement methods across sectors (more ntral than 
urban) at the national level, and its MEIP (Metropolitan Environmental Improvement 
Project) is focusing on the special environmental problems of Jakarta. No other donor, 
however, is developing the comprehensive decentralized urban land and environmental 
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management perspective suggested here--one that should be much facilitated by growing 
as an integral part of the overall Policy Action Plan under the guidance of TKPP. 

Next Steps 

While the GOI's continuing commitment to the overall program is evidenced 
throughout the hdings of this report, USAID may wish to consider two additional steps 
as a part of its deliberations concerning both the disbursement of the fourth tranche 
under the cwent  loan and the prospects for a new HGL. 

First, the TKPP Chairman's 2/91 submission provides a good basis for a fbll 
update of the Policy Action Plan. But a full update is needed within a reasonable period 
of time to continue the momentum of TKPP management, and it should include 
appropriately revised descriptions of all milestones for achievement and defhite target 
schedules, and go through the 1I1 process of TKPP review and acceptance. 

Second, improving the system of credit flnance for local governments represents 
an unusually high priority. It is recognized that the establishrr.ent of the RDA is only one 
step in the process of developing an adequate system but, at this point, it is an important 
step. The GO1 is already on-lending resources to local governments--an appropriately 
structured RDA could much improve the discipline and viability of such lending. Both 
the MMster of Finance and the TKPP Chairman (in his 2/9 1 submission) have promised 
the signing of a decree establishing the RDA in the short term but, as of the completion 
of this assessment, the decree has not been formally executed. 



Annex A 

INDONESIA'S PUBLIC FINANCE 
8Y8TEM 

This Annex offers a brief description of the structure of, and recent trends in, 
Indonesia's present system of public fhance to facilitate understanding of the revfew of 
work under Polides 3 mid 4 of the I?ollcy Action Plan. 

GO1 BUDGET TRENDS 

Table A. 1 shows the changes that have taken place fn the GO1 budget over the 
past decade. The budget total represented 24 percent of GDP as the 1980s began, 
dropped to about 21 percent during the middle of the decade, and returned to the 24 
percent level by 1988/89. Internal shifts. however* were much more dramatic. 

The corporate tax on oil accounted for 60 percent of total revenues in 1980/81 but 
then plummeted, reaching 25 percent 10 years later. External assistance (development 
funds) played the most important role in fUing the gap so that variations in the total were 
less severe. However* the domestic tax dart also much improved, particularly with 
respect to income taxes, consumption taxes, and the property tax (Pa.jak Bumi dan 
Bangunan or PBB). 

Routine (recurrent) expenditures accounted for just half of total GO1 outlays 
through the first half of the 19809, but jumped to and remained at about 62 percent 
through the last half. This shift was largely accounted for by the increase in debt semice 
payments which jumped fiom 14 percent of the routine budget in 1980/81 to 49 percent 
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PERCENT OF TWI'AL 
REVENUES 

Domestic Rmnuts 
Corp. Tax o n  011 
Income Tax 
~ p n t y ~  
comump. Tax 
Int'l l h d c  Tex 
Other 
Subtotal 

Dcvdopmnrt Funds 
Total Rmnucs 

EXPENDITURES 

Routlne Expend. 
Perrronncl 
Materid 
Subs. to Regions 
Debt Scrvice 
O k  
Subtotal 

Develop. Expend. 
Central 
Departmnb 
other 
Subtotal 

Trana. to Reg. 
lnpree 
Sham Rop. Tex 
Subtotal 
Project Aid 
Total 

SOURCE: Compiled h m  data in World Bank, 1990. 
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in 1990/9 1. The routine budget subsidy to the regions is dominantly the Subsidi Daerah 
Otonom (SDO), which supports operating expenses [mostly personnel costs) of Tlngkat 
('I%.) I (provincial) governments, and Tk I1 (Kabupaten and Kotamadya) and lower level 
governments. The SDO share of routine expenditures increased somewhat through the 
mid- 1980s but then dropped back close to its 1980 level by the end of the decade. 

As routine expenditures went up during the decade, the share for development 
(capital) outlays, by implication, declined. The major change within that category was a 
substantial drop in the share the central government spent out of its own revenues, 
largely compensated for by the growth in its expenditure of project aid (external 
assistance). Project aid increased fkom 24 percent of all development outlays in l98O/8 1 
to a peak of 65 percent in 1988/89 and then declined to 52 percent in 1990/91. 

The remaining categories are transfers to province and local governments for 
development purposes. Transfers of property tax receipts doubled as a share of the total 
over the decade, but still represented only three percent of all development outlays in 
1990/91. The share for Inpres (Instruksi Presiden) grants varied during the 1980s but 
showed no clear upward or downward trend. 

LOCAL GOVERNMENT FINANCES 

Annual tabulations of local finances are not available but data have been compiled 
for 1986/87 by HIID and the MOF (Quigley, 1990). These data indicate that over 70 
percent of all outlays by subnational governments are still h d e d  by grants from the 
central government. As noted in the Second Year Assessment, this represents one of the 
highest ratios in the developing world. The remainder is derived fiom a variety of 
provincial and local government taxes and service charges and the share of property tax 
(PBB) revenues passed on to those governments. Local taxes are typically levied, for 
emmple, on vehicle registration, vehicle transfer, entertainment, hotel and restaurant 
receipts, and business registration. Important local user charges are those for water 
supply, health senrice, refuse collection, markets, parking, bus stations, taxi stands, and 
supplying ofncial documents. 

The SDO accounted for about two-thirds of subnational government routine 
revenues (90 percent of aelr outlays for salaries). PPB transfers made up another 10 
percent and local taxes and user charges accounted for the remainder. As to 
development revenues of these governments, Inpres grants represented 84 percent, the 
rest coming from PBB transfers and local sources. 
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RESTRICTIONS ON THE USE OF CENTRAL TRANSFERS 

Most transfers from the central government to the provinces and local governmi ats 
come with strings attached. These restrictions are discussed in some depth by Lamb i.\nd 
Binder (1987) and Booth (1989). In  summa^^: I 

The Pmprty Tax (P1BB). Tmditionally, Indonesia's property tax was based ctn 
property rent levels, but the base has recently been changed to fbll market value of land 
and improvements. The tax rate is set by law (now 0.5 percent of assessments). The 
assessment ratio (now 20 percent) is determined by the Minister of Finance. CtXntral - government ofEces are responsible for valuation and assessments and collection for 

I 
certain types of properties (em&, high value Jakarta properties, plantations). AU other 
collections are handled by local governments. The distribution of receipts is h e 8  by 
formula: 9 percent is allocated to cover collection costs, 10 percent Is retained by the 
central government, 16.2 percent is passed on to provincial governments, and the 
remaining 64.8 percent goes to local governments. These PBB transfers are virtually the 9 
only ones subnational governments can spend with complete discretion. 

Subsidi Dcreroh Otonom (SDO). The bulk of the SDO covers salaries of "approved 
staff on permanent establfshment account" of subnational governments and such hnds, 
once transferred, cannot be used for other purposes. SDO h d s  for non-personnel costs - 
come through a separate allocation. These restrictions encourage staff expansion 

C 
regardless of the real mix of needs for personnel and non-personnel expenditures. 

"I 
Substantial variations in per capita SDO allocations between regions have emerged as the 
system has evolved (Lamb and Binder, 1987). I 

Inpm G m t s .  There are several different types of Inpres grants. One group, - b 
labeled "Sectoral," is transferred under tight restrictions on the type of expenditures 
permitted and the standards that must be applied irn individual investment decisions. 
The most important are the Inpres Jalan (for roads), Inpres Sekolah Dasar (for schools) 
and the Inpres Kesehatan (for health centers). - 

However, there are also restrictions on most grants in the "General" Inpres - 11 
category. Reguktlons are such that Inpres transfers to Kabupaten and Katamadya 
governments (Inpres Tk. II) are used almost solely for roads and road-related d-ge, 
maintenance and upgrading. Substantial discretion is allowed only in 'the use of the 
diarakhan component of Inpres Tk. I and the use of Inpres Desa (for villages). - 
CENTRAL AND LOCAL EXPENDITURES FOR mRBAN SERVICES 

As indicated above, expenditures on urban inftastructure are made by local 
governments, largely out of funds provided through central government translkrs. But - 
it is estimated (Quigley 1990) that these accounted for only 30 percent of total 
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expenditures on urban infrastructure during the Repelita IV, The remainder was spent 
directly by the central government (Daftar Islan Proyek, or DIP, expenditures), mostly by 
the MFW. 

Table A2 looks more closely at development expenditures over the last half of the 
1980s. Regional MPW DIPS accounted for 1.5 to 2.0 percent of all development outlays 
through most of this period, but jumped up dramatically in l99O/9 1 to 7 percent. This 
last increase was largely granted for road and irrigation investments. DIPS of the MPUTs 
Directorate General Cipta Karya (responsible for most IUIDP hnctions) remained in the 
0.6 to 1.1 percent range through 1988/89, dropped sharply to 0.3 percent in 1989/90, 
,and then came back up again to about the mid point of the earlier range in l99O/9 1. No 
clear trend is evident. 

Inpres grants, in total, averaged 12.1 percent over this period, and the General 
Inpres category accounteal on average for half of that total. Here too, the data show no 
strong trend (up or down) either for total Inpres or its major subcomponents. In sum, 
the record of the past five years does not indicate any basic change in the structure of 
these qenditures. Nonetheless, in absolute terms the 1990/9 1 changes are important. 
implying an 84 percent increase for Inpres over the level of the preceding year. 
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TOTAL DEVEL. EXPEND. 
(Rp. BWon) 10873.9 8333.5 9479.8 12256.0 13129.9 16225.0 

PERCENT OF 'IOTAL 
USE OF FUNDS 

General 
Inprca Datl I 
Inpm DaU I1 
I n p  Deaa 
Subtotal 

Scctoral 
Inpm Jalan 
Inprca SD 
Inpm W h a t  
Other Inprcs 
Subtotal 

Total 

CENTRAL EXPEND. (DIPS) 

Regional Pub. Works 
C~P& KEuya 
0 t h a  
Subtotal 

Other 
Total 

OTHER 

TOTAL 

SOURCE OF FUNDS 

0 0 1  SAVINGS 
Elrr. DEV. ASSISI' 
Tonu 

SOURCE: HIID/MMohy of Flnana Grante Data Baac M prcaented in Baath, 1990. 
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